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PREFACE 


This IS a text in auditing practice and procedure. It is 
designed for the student and the practitioner. The book is 
planned to give the student a practical knowledge of audit- 
ing. It is written with the hope that it may assist in raising 
the standards of the profession. The assumption is that the 
reader is well equipped in accounting theory and practice. 
Accounting theory is left to its proper place in books on ele- 
mentary and advanced accounting, except in those instances 
where it is deemed advisable to enter into theoretical account- 
ing concepts so that auditing procedure may be clarified for 
the benefit of the reader. The book is not specialized, but 
deals with procedure for mercantile and manufacturing con- 
cerns in general. Many people will disagree with the pro- 
cedure and with the presentation of the work sheets; such 
disagreement is the privilege of anyone, as accounting prac- 
tice differs between individual men in the profession, but all 
men rely upon the umversality of correct accounting theory 
as the basis of all accounting action. 

Each chapter has questions and problems adequate to ful- 
fill the requirements of any course in auditing. The questions 
and problems pertain to auditing and are not presented to dup- 
licate those of intermediate and advanced accounting texts. 
Individual instructors may wish to alter the form of certain 
working papers to suit individual preferences. The large prac- 
tice problem is designed to acquaint the student with actual 
audit work, work sheet preparation, and report preparation. 

The author is indebted to many persons in the preparation 
of the book. He is particularly indebted to Mr. E. H. Skin- 
ner, of the University of Chicago, who has given unselfishly 
of his time to review each chapter word by word, and who 



has collaborated particularly on the illustrative audit, making 
therefor limitless valuable suggestions, with especial emphasis 
on the inventory section of the illustration. 

Arthur lAk Holmes 

Cincinnati, Ohio 
January, 1939 
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Chapter I 
AUDITING 


Auditing Defined 

Auditing is the systematic and scientific verification of the 
books of account, vouchers and other financial and legal records 
of an individual, firm or corporation for the purpose of deter- 
mining the accuracy and integrity of the accounting, of show- 
ing the true financial condition and operations and of certifying 
to the statements rendered. It will be noted that this definition 
varies only slightly from that appearing in Accounting 
Terminology . 

Audits may be (i) externally conducted by hired profes- 
sional auditors or (2) internally conducted by regular employees 
of the organization. If the auditing is internal, either {a) the 
deliberate method of auditing is used, in which case the transac- 
tions are reviewed in detail, or {b) the automatic method is 
used, in which case the system of internal check in operation 
is relied upon to verify the accuracy of the transactions. In the 
case of either external or internal auditing the terminal results 
are the same; that is, the accuracy and integrity of the accounts 
and records are determined. 

Auditing and Accounting Distinguished 

There are a great many definitions of auditing and account- 
ing. In any event, accounting is primarily constructive, while 
auditing is fundamentally analytical in nature and operation. 
Accounting involves the construction of financial reports and 
in certain cases the interpretation of those reports. Auditing 
involves interpretation of reports and a critical analysis of the 
business under audit. As we shall see later, auditing may reach 
Tom a detailed analysis of every business transaction up to a gen- 
eral review and survey of the business and its accounting and 
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fi n a nnal operations and system. Usually, it is the duty of the 
accountant to close the books in preparation for the auditor’s 
visit; occasionally this is done by the auditor together vith the 
preparation of the annual adjustments. If the latter is the case, 
the auditor is simply paving the way for his later analyses. No 
audit is completely analytical, but primarily it is an analysis. In 
this text, the term “auditor” will predominate over that of 
“accountant.” By auditor is meant the public auditor or public 
accountant. An accountant is primarily a constructionalist, an 
auditor primarily an analyst. 

Advantages of Audits to the Client 

Modern business is becoming more and more ini’olved and 
complicated in its financial ramifications. Apparently specializa- 
tion is one of the outstanding manifestations of our economic 
life. The average business man cannot hope to have all of the 
various phases of his business at his finger-tips at all times. He 
relies upon his associates and employees to advise him and to 
consult with him in a great many matters of dail}' operation. 
He relies upon a disinterested outsider to advise him upon his 
financial and accounting problems; this person is the auditor, 
whose duty it is to bring fresh, sound advice, comment and 
analyses to his client. By employing the auditor, the business 
man receives data, ideas and reactions that otherwise would be 
lost to him in the most efficient and profitable operation of his 
business. 

The certified reports submitted by the auditor serve: 


1. As the basis for the extension of credit by bankers and 
suppliers, thus averting many losses and developing good 
credit risks. 

2. As a basis for contemplated investments, by a critical anal- 
ysis of the finances of the company in which investment 
is to be made. 

3. As a basis for the preparation of tax returns. 

4. As a basis for determining sound financial condition. 

5. As a basis for determining the trend of financial condition, 

6 . As a basis for determining the profitableness of operations. 

7. As a basis for determining action in bankruptcy and insol- 

vency cases. 
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8. As a basis for determining action in fraud cases. 

9. As a reliable source of information to stock- and bondhold- 
ers or other owners and creditors through comprehensive, 
although condensed, statements of net operating profits and 
financial position submitted to them at regular intervals by a 
disinterested party, 

10. To provide information for a proposed change in structure 
or management of an enterprise, such as a sale, incorpora- 
tion or expansion of the business. 

11. As a determination of amounts payable when (a) agree- 
ments are based on profits, (b) contracts exist for the shar- 
ing of expenses and (c) cost plus contracts exist. 

12. Asa guard against poor methods, lack of internal check and 
control, employee carelessness and inadequate records. 

13. As a safeguard to the public when such reports are the 
result of examinations of records of government depart- 
ments, public utilities and private business when accurate 
information is required for rate-making or the fixing or 
prices. 

14. To protect the public through compliance with registration 
requirements of the Federal Securities Act. 

Thus the client can receive financial advice and accounting 
aid in the conduct of his business by engaging men well trained 
and versed in the field of auditing. The auditor, being a person 
outside the business, brings ideas into the business through his 
analytical ability which otherwise would be lost to the business, 
and he also has the eifect of causing the employees to put forth 
their best efforts for accuracy and honesty, as the auditor usu- 
ally is easily able to determine the efficient from the inefficient 
employee. 

Development of Auditing 

Accounting is a young profession, but in the past 30 years 
its strides forward have been tremendous. Accounting could 
not, of course, develop faster than economic theory and finance 
and business conduct in general. The profession of accounting 
has made such remarkable progress that the profession is now 
about on a par with other professions as far as ethical conduct 
is concerned and as far as experience and training are required, 
for admission to public practice. Legal, educational and pre- 
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liminary public apprenticeship requirements are constantly being 
raised in most of the states of the United States, thus making 
for a better finished product m the public auditor. 

Bookkeeping and accounting in very rudimentary form were 
practiced as soon as civilization developed to a stage where busi- 
ness transactions took place between people. Paciola, an Italian 
mathematician, wrote a treatise on bookkeeping late in the 
Fifteenth Century. Accounting developed slowly, but in keep- 
ing with economic theory and business practice, during the 
Sixteenth, Seventeenth and Eighteenth Centuries. Late in the 
Eighteenth Century, men established themselves as public ac- 
countants; however, they quite commonly were little more than 
copyists and letter writers. In the Nineteenth Century the 
“expert” bookkeeper came into existence. Flis chief job was to 
trace fraudulent transactions and to locate errors. Very late in 
the Nineteenth and early in the Twentieth Century, accounting 
treatises and texts began to make their appearance, and togetlicr 
with the increased size of business units and transactions, ac- 
counting theory and practice developed at a rapid rate, until 
today we find the public accountant well trained in economics, 
finance, law and accounting and acting in the capacity of finan- 
cial and accounting adviser and consultant. 

Qualifications of an Auditor 

The legal requirements for public accountants are discussed 
in Chapter II; the technical and personal qualifications arc dis- 
cussed here. A great many people are termed “auditors” when 
in effect they are simply clerks, many of them without the abil- 
ity or knowledge necessary to prepare a balance sheet or state- 
ment of profit and loss, much less the ability to analyze critically 
and offer constructive criticism which will be beneficial to the 
business; others term themselves auditors when their duties con- 
sist simply of periodically visiting the client and keeping his 
books for him. The modern auditor or public accountant is 
much more than the foregoing and much more than a mere 
locator of errors, as we shall see later. 

Tojbe^jj^ffed as an auditor, a pers on, must be qualified in 
the following persotul and techn ical amib utes: 
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1. An excellent knowledge of accounting science and theory. 
This knowledge is the fundamental basis upon which rests 
all future development and progress of the auditor. With- 
out a good basic training, progress in the field of account- 
ing is impossible. 

2. A thorough knowledge of the operation of modern ac- 
counting practice. Without this, the technic of the audi- 
tor’s systems and their operation is faulty. 

3. A sound knowledge of business organization. Advice as 
to the form of business organization, incorporation pro- 
cedure, purchasing and sales procedure will be faulty with- 
out this knowledge. 

4. A thorough knowledge of finance. The auditor is con- 
stantly dealing in terms of money; therefore to be most 
efficient he must be well versed in all phases of finance: 
corporation, partnership, personal. 

5. A good acquaintance with principles of economics. Broad 
economic principles basically govern modern industrial life. 
Without an understanding of these principles, the account- 
ant cannot hope to be of long-time service. 

6. Training in business law. The laws of sales, contracts, 
agency, negotiable instruments, bankruptcy and insolvency 
are interwoven with accounting practice. 

7. Training in federal, state and local taxation procedure. 
Taxation is an ever-increasing source of work for the public 
accountant. In order to save money for his client, the 
auditor must have a thorough knowledge of all taxes affect- 
ing his client. 

8. A complete knowledge of cost accounting. This is neces- 
sary when the client is a manufacturer. Incorrectly costed 
products lead to untrue operating results, and it is neces- 
sary for the auditor to determine correct cost accounting 
procedure. 

9. A complete mastery of budget preparation and control. 
This is necessary when the auditor prepares or assists in 
the preparation of budgets. If his budgets are inaccurate, 
the client mentally will hold him responsible for differences 
between budgeted figures and actual results. 

10. A complete mastery of modern auditing procedure and 
practice. Auditing procedure is constantly being reduced 
to a more exact science, with the result that the auditor 
must be fully conversant with new developments. 

11. A mastery of the American language. The auditor must 
be able to speak well and to write clearly and interestingly. 
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A great many audit reports are so stereotyped that the 
client is certain not to be interested in them. 


12. Constructive ability. As an adviser both of accounting 
technic and procedure and on the general phases of a 
business, the auditor must be possessed of a large amount 
of constructive ability. The auditor must construct every- 
thing — systems, reports, analyses — so that they will be read- 
ily understandable to the client who relies upon them 

13 Analytical ability. The auditor, through traming and ex- 
perience, must develop the ability to analyze every situation 
that develops in a business, otherwise the most important 
phase of auditing — its analytical phase — is lost, and the 
auditor is only partially efficient. 

14, Experience and training. No one can hope to be a leader 
in his field without a great amount of experience and a 
great amount of training under proper guidance. Expe- 
rience perhaps is one of our best teachers, and years of 
experience and training are necessary in order to attain 
sufficient ability to operate as a good accountant. State 
laws constantly require longer and longer periods of train- 
ing before eligibility to candidacy for the Certified Public 
Accountant examinations. These things go to raise the 
plane of the profession and are desirable. 


Without the foregoing qualifications, the auditor can- 
not expect the progress necessary to lift him to the top 
of his profession. Today, specialization is growing in the 
field of public accounting work. It is quite common to 
find in the office of a firm of public accountants, men wdio 
specialize on taxation, others on cost, others on system 
layout and installation and so on. Regardless of the 
specialization, the foregoing 14 qualifications are necessary 
for complete mastery. Naturally, in addition to these, the 
auditor must have a goodly amount of sound common 
sense, and he must have or develop a pleasing personality. 
He is a professional man, and his personal attributes coupled 
with his ability, education, experience and training deter- 
mine in great measure the extent of his success. 


Purposes of Audits 

As the principles and conduct of business have advanced 
and as financial operations and ramifications have become more 
involved in the past three or four decades, the purposes of audits 
likewise have come to cover a far wider scope than they for- 
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merly did. Scientifically, the present-day auditor is a much bet- 
ter trained individual than formerly. This is necessary so that 
the auditor can keep pace with the business field and aid in 
leading business to a stage of profitable and sound operation. 
The purposes for which audits are executed have increased tre- 
mendously; formerly the purposes were: (i) the detection of 
errors, and (2) the detection of fraud. 

The auditor formerly made a great many of his visits to the 
client in the nature of a surprise, so that the client’s employees 
would be caught if they were in arrears in their work, if they 
were guilty of errors which they had not taken time to locate 
or if they were guilty of fraud and had not had time to cover 
their dishonest transactions. 

In the modern day, the visit of the auditor is a carefully 
planned arrangement in the majority of cases. The broad busi- 
ness service and the analytical nature of the work done by the 
auditor make necessary preliminary arrangements with the client 
so that his routine will not be seriously affected and so that the 
auditor may perform his work in the minimum of time com- 
mensurate with good practice. The auditor, if careful, can in 
most cases detect errors and fraud just as effectively in an ar- 
ranged visit as in a surprise visit. 

The purposes of audits today may be given as follows: 

1. To determine and report on the financial condition and the 

earnings of a business for 

(a) The owners, 

(b) The executives, 

(c) Bankers, 

(d) Prospective investors, 

(c) Fiduciaries and 

(f) Income tax bureau. 

2. To detect fraud. 

3. To detect errors 

(a) Of principle, 

(b) Intentional or unintentional 
(/) Of omission and 

(2) Of commission. 

The first purpose is by far the most important one of any 
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audit unless the engagement is made for the specific purpose of 
uncovering fraud or finding errors. 

The purposes of the audit, when reflected in the auditor’s 
report, may be put to advantageous use in the following and 
many other instances: 

1. So that the owners and creditors may lecehe cernfied 
statements of operations and condition from a disinterested 
outside authority. 

2. In case the trustees desire financial reports to ascertain 
whether the provisions of the trust indenture are being 
fulfilled. 

3. So that banks and credit grantors may have detailed infor- 
mation as a basis of their lending operations. 

4. In the case of proposed sale of a business, so that both 
buyer and seller maybe correctly informed of financial 
conditions surrounding the purchase and sale. 

5. So that the estates of deceased partners may secure correct 
information and avoid possible costly litigation. 

6. So that partnership agreements may be properly executed. 

7. So that losses due to poor methods of internal control may 
be forestalled. 

8. So that prospective investors (particularly in reorganiza- 
tions) may secure all data necessary to the guidance of 
their future actions. 

9. So that creditors’ committees may have data for proper 
guidance. 

10. So that credit agencies may be correctly informed in the 
preparation of their ratings. 

11. So that true financial condition may be presented in in- 
solvency and bankruptfcy cases. 

12. So that fraud and embezzlement by dishonest employees 
will be curtailed. 

13. So that efficient employees may be properly rewai'ded. 

14. So that tax returns may be properly and promptly pre- 
pared. 

15. So that fluctuations in profits and losses may be deter- 
mined as to cause. 

16. So that casualty losses (fire, theft, burglary) may be ad- 
justed. 

17. So that fiscal agents may secure surety. 
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1 8. So that patent infringement cases may be settled. 

19. So that proper systems for internal check and control may 
be established and improved. 

20. So that cost systems may be installed for the proper deter- 
mination of the cost of goods. 

Every audit may differ from every other audit in its funda- 
mental purpose. The operating procedure followed in each 
audit may differ from that in each other audit; each audit must 
be handled m a manner most beneficial to the particular case in 
question. In many cases, unforeseen conditions and contingen- 
cies will arise which will cause the auditor to depart from a 
scheduled routine. However, the three general objectives listed 
on page 7 are accomplished in every audit. 

Classes of Audits 

Audits may be divided into several classes, types or kinds. 
However, no matter what the class of the audit, the auditor 
must exercise every talent and disregard rigid lines of demarca- 
tion between classes of audits to be sure that he has accomplished 
the purpose for which he is hired. If he is employed by the 
client to perform a balance sheet audit, for instance, and if he 
discovers that certain expense accounts have been so miserably 
handled that he cannot certify unqualifiedly to the statements 
without further investigation, it is his duty to discuss with the 
client the advisability of extending the audit to include a review 
of operations, the analysis of expense accounts or whatever 
scope the auditor then thinks is necessary. However, no steps 
should be taken to extend the scope of the audit without first 
obtaining the consent of the client unless the auditor is pre- 
pared to stand the additional expenses incurred in enlarging the 
scope of the audit without proper authorization. On the other 
hand, a client might desire a detailed audit, and the auditor 
might discover that the system of internal check in use by the 
client was so efficient and effective that a detailed review and 
tracing of each transaction would be a waste of time and an 
unnecessary expense to the client. The auditor should call the 
attention of the client to such a situation and, the client being 
willing, change from an audit of minute detail to one of less 
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detail. In other words, no matter within which class the audit 
falls, it is the duty of the auditor to perform his w^ork in such 
a manner that the purpose of the audit will be fulfilled. Regard- 
less of audit class, the auditor performs either a good audit or 
a poor audit. 

Audits are classified as follows: 

1. Balance sheet audits 

(a) Examination of financial condition, or 

(b) With a review of operations (also called a test audit). 

2. Detailed audits (complete audits). 

3. Cash audits. 

4. Continuous audits. 

5. Partial audits (or special examinations) 

(a) Payable audits, 

(b) Expense audits, 

(c) Detection of fraud. 

Balmice Sheet Audits . — A balance sheet audit consists of the 
detailed verification of all balance sheet accounts together with 
tests of profit and loss accounts which are so closely related to 
the balance sheet items that a balance sheet cannot properly be 
verified without an analysis and test of the other. In a balance 
sheet audit, all assets, liabilities, capital and reserves are verified. 
Closing and adjusting entries are inspected. Examination is 
made of partnership agreements, corporation minutes, contracts 
and the system of accounting in operation. Vouchers, books 
and accounts are examined. 

A balance sheet audit with a review of operation includes, 
in addition to the foregoing, an analysis of income and expense 
accounts. Usually, only tests are made to determine the accu- 
racy of these accounts. In a balance sheet audit, not only is 
the correctness of the book entry ascertained at the end of the 
period under audit but the physical existence of the assets and 
liabilities is also determined. Furthermore, it is necessary not 
only to verify the existence of all recorded assets and liabilities 
but also to exercise every possible care to be certain that all 
assets and liabilities that should be recorded are recorded and 
that none are recorded that should not be recorded. 

In order for a balance sheet audit to portray actual condi- 
tions at a certain date, it is necessary that a good system of 
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internal check be in operation. If the system of internal check 
IS not satisfactory, the auditor will have additional detailed work 
in order to satisfy himself of the accuracy of assets, liabilities 
and net worth. The audit will then tend to depart from a 
straight balance sheet audit. Even when the system of internal 
check is effective, it is common practice for the auditor to verify 
detailed transactions for one, two or three months of the period 
under audit. Of course, the auditor should not duplicate work 
that has been done satisfactorily by the client’s staff. The effect 
of a system of internal check is to eliminate a vast amount of 
work in connection with the discovery of fraudulent and incor- 
rectly recorded transactions, and the auditor and client both 
have more assurance that asset and liability values are correctly 
stated. If, during the course of a balance sheet audit, it is dis- 
covered that certain transactions are not regular or the system 
of internal check is not functioning properly, it is the duty of 
the auditor to bring the conditions to the attention of the client 
and, with the consent of the client, to take steps to uncover 
any irregularities and to correct the unsatisfactory conditions 
surrounding the system of internal check. All discoveries and 
all recommendations made must be mentioned in the audit 
report. 

The majority of audits are balance sheet audits. The amount 
of detailed verification varies on each audit engagement because 
(i) internal conditions differ for most clients, (2) one client 
may wish more emphasis placed on some particular phase than 
does another client and (3) the auditor probably will desire 
certain information that will cause him to place his major em- 
phasis on different places for different engagements. 

It is not common practice for an auditor to make appraisals 
of physical property in a balance sheet, or any other, audit. 
Competent engineers and real estate men are better qualified to 
do this than the average auditor. It is not the auditor’s specialty. 
However, feeling assured that the real properties are carried at 
fair figures, the auditor can determine the adequacy of insurance 
coverage. Modern balance sheet audits (and most detailed 
audits) do not involve the taking of raw material, wofk in 
process and finished goods inventories. Auditors do not take 
inventory, not because the cost is prohibitive but because a 
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competent auditor would refuse to certify to the quantity and 
quality of the inventory even though he were on the premises 
and watched carefully all activities of the taking of the inven- 
tories. The auditor commonly does not have the specialized 
technical knowledge necessary for the proper taking of an in- 
ventory. The plants he visits are of varying nature, and if he 
should visit one plant in a year in which he was competent to 
swear to the quality and quantity of an inventor}" taken m his 
presence it would be an exceptional circumstance. 

Detailed Audits . — In a detailed audit, the correctness of all 
accounts and transactions is verified. The auditor must follow 
the steps taken in a balance sheet audit and in addition must: 

{a) vouch all income; {b) vouch all expenses; {c) vouch all 
cash receipts; (d) vouch all cash disbursements, (e) check or 
test all postings; (f) check or test all footings; (g) examine all 
books of original entry; (h) examine all vouchers for disburse- 
ments, expenses, purchases, pay rolls; (i) analyze and compare 
costs and expenses; (j) trace all receiving shps into vouchers 
payable and corresponding debit items; (k) trace all shipping 
tickets into either cash or receivables or debit to payables and 
into sales, purchase returns or the credit of some property 
account. 

In a detailed audit, the financial condition at the end of the 
period is ascertained together with a verification of all transac- 
tions made during the period under review. Some of the verifi- 
cations may be tests, but they must be of such minuteness that 
the auditor is satisfied of the correctness of all transactions. The 
auditor must be sure that all transactions are recorded that 
should be recorded, so that fraud may not exist, for example, 
through the nonrecording of cash receipts from accounts receiv- 
able and the writing of the accounts receivable off to bad debts 
expense. Again, the system of internal check will be a deter- 
mining factor in the decision of the auditor concerning the 
amount of detailed checking to be done. The less efficient the 
system of internal check, the greater the detail of the audit. 
At the present time, a completely detailed audit is rare. In any 
case, the auditor must use his good judgment respecting the 
amount of detailed vouching which is to be done; there is no 
set of mathematical rules for an auditor to follow. 
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In the case of a balance sheet audit or a detailed audit, the 
general principles and procedure are the same, the only differ- 
ence being in the amount of work done. It seems rather foolish 
to build a wall between the two kinds of audits; they merge 
into each other of their own accord. An accountant must al- 
ways remember that an audit is an audit and that the work must 
be fully performed, regardless of the name attached to the audit. 
Many accountants are of the opinion that the names “balance 
sheet audit” and “detailed audit” should be dropped and the 
simple term “audit” substituted. They are quite right; the re- 
quirements of each engagement will determine the amount of 
work to be done in any case. 

Cash Audits . — A cash audit is a complete verification of all 
cash transactions. A cash audit is detailed but quite limited. All 
books, records, vouchers and accounts dealing with cash must 
be completely audited, and reference to noncash transactions 
and records is made only to the extent necessary to verify cash. 
Cash audits are frequently made: when embezzlement is sus- 
pected, for small organizations operating strictly on a cash basis, 
and when the accountability of a person is desired. A statement 
of cash receipts and cash disbursements is usually predominant 
in the report of a cash audit, while in the report of a balance 
sheet audit the balance sheet is the center of importance, and 
in a detailed audit the balance sheet and the statement of profit 
and loss are both outstanding. In a balance sheet audit with a 
review of operations, both the balance sheet and the statement 
of profit and loss are submitted with the statement; “We also 
made a review of the operating and income accounts for the 
year, but we did not make a detailed audit of the transactions 
in the certification.” 

Continuous Audits . — A continuous audit is one in which 
the auditor performs the audit on a periodic and continuous 
basis. For example, the auditor may visit the client every week 
or every month and audit the records for the period interven- 
ing since his last visit. 

Partial Audits . — A partial audit involves the examination of 
some particular part or section of the accounts. For example, 
an audit might he made of purchases and purchase contracts, of 
capital stock, of accounts payable, of the pay roll or of expenses. 
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The last two are the commonest of the partial audits. Partial 
audits are usually the result of some special desire and do not 
have a general ascertainment of financial condition as their 
objective. 

Investigations 

Investigations are made with the object of ascertaining spe- 
cific information concerning some particular phase of the busi- 
ness; they are always limited in scope. In investigations, the 
auditor frequently will work in conjunction with lawyers, 
engineers and appraisers. Some of the objects for which investi- 
gations are made are: 

r. Patent infringement. 

2 . Purchase and sale of a business. 

3. Sales analyses. 

4. Factory overhead distribution. 

5. Purchase contracts. 

6. Sales contracts. 

7. Depreciation rates. 

8. Cost analyses. 

9. Efficiency of fixed equipment. 

10. Adequacy of working capital. 

1 1. Analyses of net worth. 

12. Personnel investigations, and many others. 

These items are made up from existing records, not neces- 
sarily audited. The service is more in the line of that of business 
counselor and is often one of the most valuable services the 
public accountant can render. It does not entail a checking of 
the accuracy of the records but rather an analysis of the mean- 
ing of existing records. 

Preliminary Considerations 

In the case of an audit or investigation, the general layout 
of the client s company, business and business operations must 
be thoroughly surveyed and studied by the auditor before he 
goes into active operation. Thus the auditor, in a preliminary 
way, familiarizes himself with the cHenPs problems, and his 
ability to assist his client is thereby increased. Young auditors 



Auditing 


15 


especially have the unnecessary habit of jumping in on an en- 
gagement, doing a lot of needless work and then thinking their 
way to a logical procedure. Each audit engagement is different 
from each other engagement; the routine of procedure may 
differ widely, but the ultimate goal of most audits is generally 
the same. Owing to the differences of each engagement, the 
auditor must call forth all of his ingenuity in order to give the 
client the best possible results in a minimum of time and expense. 

When an audit is being made for the first time, particular 
care should be exercised in the preliminary study. When the 
audit is a repeat engagement made by the same auditor, he 
should refer to the office files for the previous working papers 
and examine them thoroughly. 

When the audit is a repeat engagement but is made by a dif- 
ferent member of the staff, former working papers should be 
studied carefully and all correspondence with the client re- 
viewed, and the new man should confer with the man on the 
former engagement if he is still available. The senior auditor 
on each engagement should make a complete survey and study 
and pass the instructions along to the juniors doing the routine 
work on the audit. The juniors should follow rigidly the in- 
structions of the senior and should report their findings back 
to the senior only, never to the client. It is the duty of the 
senior to discuss matters with the client. 

Staff Organization 

For efficient operation and best results, the auditor’s office 
must be well organized. A public accounting firm usually has 
the following personnel: 

1. Principals. The principals usually are partners. Most 
engagements are obtained through the contacts of the principals. 
In some cases the principals are supervisors who report to ^e 
partners. 

2. Supervisors. Supervisors are responsible to partners or 
principals and relieve the latter of many administrative duties 
by assuming charge of engagements and by supervising senior 
accountants. In most offices, the principals are supervisors. 

3. Senior accountants. A senior accountant is in immediate 
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charge of each audit engagement and is active in both office and 
field. Reports, analyses and statements are generally prepared 
by a senior and reviewed by a principal. 

4. Seviisemor accountants. These are men not ejuite as 
advanced as the senior. Semiseniors serve as seniors on certain 
audits and as juniors on others. 

5. Junior accountants. The junior accountant takes care 
of most of the detailed work on an audit under the direct super- 
vision of a senior. 

6. Office assistants. Their duty is to read back the finished 
reports to the original copies for errors in copying figures or 
explanations and for typing errors. The office assistants also 
foot and extend all computations appearing in the finished 
report. 

7. Calculator operators, clerks, stenographers, typists, file 
clerks and telephone operators. These constitute the remainder 
of the office force. 

Variations from this personnel take place, of course, OM-ing 
to differences in size of organization, branch office maintenance, 
etc. Public accounting establishments are organized as partner- 
ships or single proprietorships. In all states, incorporation is for- 
bidden and is prohibited by the rules of all accounting societies. 

QUESTIONS AND PROBLEMS 

1. What is auditing? 

2. In what respects do auditing and accounting differ^ 

3. In what respects do the functions of an auditor and account- 
ant differ? 

4. What are the advantages of ,an audit^ 

5. What qualifications must an auditor possess? 

6. For what purposes are audits performed^ 

7. What is a balance sheet audit? 

8. What is a detailed audit? 

9. What is a cash audit? 

10. What is a continuous audit? 

11. What is a partial audit? 

12. What are the normal steps in a balance sheet audit? 

13. What are the normal steps in a detailed audit? 

14. What preliminary factors must be taken into consideration be- 
fore beginning an audits 

1$. What are the purposes of a balance sheet audit? 
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16. Why may the treasurer of a company ask the board of direc- 
tors for an audit^ 

17. For a going concern, what arc the advantages of a certified 
balance sheet and a certified statement of profit and loss? 

18. In what respects have the duties of an auditor changed in the 
past 40 years? Why^ 

19. A company has a certified public accountant as chief account- 
ant. The treasurer is a graduate of a prominent university and 
is excellently trained m economics, finance and accounting. 
The board of directors decide that in view of the excellent 
capabilities of these two men, an audit by (an outside profes- 
sional auditor is a waste of money. Is the company right or 
wrong, and why^ 

20. In a balance sheet audit, you secure a trial balance of the 
accounts receivable as of the end of the period under audit 
Your senior suggests that you also examine the sales accounts. 
Why might he suggest this^ 

21. During the course of a balance sheet audit for a normal busi- 
ness year, you notice that factory maintenance has dropped 
by 60 per cent of its average figure for the past five years and 
by 55 per cent as compared with the preceding year. What 
would you do after making this discovery^ 



Chapter II 

ETHICS AND LEGAL RESPONSIBILITY 

Certificate of Certified Public Accountant 

All the states of the United States and the District of Colum- 
bia have certified public accountant laws which grant the C.P. A. 
certificate and which regulate the practice of public accounting. 
State legislation is of two classes: (i) nonrestrictive, and (2) 
restrictive. 

Nonrestrictive legislation is the earlier type. It simply con- 
ferred the privilege of using the designation “Certified Public 
Accountant” (or C. P. A.) upon those persons who had fulfilled 
state requirements. There was no attempt to confine the prac- 
tice of public accounting to C. P. A.’s exclusively. New York is 
a state which has the nonrestrictive type of law. 

Restrictive legislation is the more recent type and confines 
the practice of public accounting solely to those who have ful- 
filled state requirements. Michigan is a state which has the 
restrictive type of statute. 

In one state, Illinois, both types of legislation are in existence. 
An accountant in Illinois must quahfy under both classifications 
if he is to be permitted to engage in all types of public practice 
and use the designation “Certified Public Accountant.” 

On the successful passing of the examination given by the 
local state examination board, the candidate receives a certificate 
as certified public accountant and may use the title Certified 
Public Accountant (or C.P.A.) in connection with his name. 
Most states have laws prohibiting the use of this title until the 
examination is successfully passed, just as the law is breached by 
one who holds himself up as a physician, dentist or lawyer 
\wthout having qualified through the medium of state examina- 
tion. The illegal use of the title of Certified Public Accountant 
constitutes a misdemeanor. 

Requirements for candidacy to the examination differ in the 
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various states. Most states have as their minimum requirements 
for eligibility to the examination: 

1. That the candidate be twenty-one years of age. 

2. That the candidate be a high school graduate or have an 
equivalent education. 

3. That the candidate have public experience varying from 
one to five yeafs. 

The present lack of uniformity of state laws should be 
standardized for the nation, together with the requirement of a 
college degree for candidacy. The profession has gone far and 
has rapidly strengthened its requirements for the C. P. A. cer- 
tificate, but there is still much to be done before the profession 
is on the highest attainable plane of professional ethics and prac- 
titioner excellence. State laws contain reciprocity clauses 
whereby a person receiving his C. P. A. in one state may use 
the title in another state by complying with the reciprocity 
clause of the state in which he desires to practice. Reciprocity 
clauses vary in the different states, and the law of each state 
should be consulted in any particular case. 

The C. P. A. examinations in most states are conducted twice 
a year (usually in May and November) by the state board of 
accountancy, which is composed of men who are certified pub- 
lic accountants appointed by the governor of the state. They 
are appointed on a rotating system so that the personnel of the 
board is never completely new. The general state examination 
fee is $2 5, with the privilege, in the majority of states, of retak- 
ing the examination without additional fee if the candidate is 
unsuccessful in one or more sections of the examination, pro- 
viding the unsuccessful candidate submits himself for reexamina- 
tion within a specified time (usually 18 months). A grade of 
75 per cent is required in each section of the examination in 
most states. In the majority of states, if a candidate passes one 
or more sections of the examination but not the entire examina- 
tion, he receives credit for the number of sections passed, and 
this credit stands until the successful completion of the unpassed 
sections, if this be done in a prescribed time (three years, for 
instance). The four sections of the examination common to 
most states are: 
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1. Accounting theory. 

2. Commercial law. 

3. Auditing. 

4. Practical accounting. 

The board of examiners of the American Institute of Ac- 
countants now collaborates with about 40 states in tiie prepara- 
tion of the semiannual examination. The candidate taking and 
successfully passing the examination in a state giving its exam- 
ination under the auspices of this society becomes eligible for 
entrance if his qualifications are in conformity with the rules 
of the society (see the following section). The candidate’s 
examination paper must be graded by the American Institute’s 
board of examiners before admission is obtained to that organiza- 
tion. The candidate, if successful in examination, also receives 
his C. P. A. from the state. 

The American Institute of Accountants 

The American Institute of Accountants was formed in 1916 
(from the American Association of Public Accountants, organ- 
ized in 1887) with the objects of raising the standards of the 
profession by regulating practitioners and establishing ethical 
codes for the correct guidance of the profession. Specifically, 
the constitution of the Institute sets forth the following 
objectives: 

To unite the accounting profession of the United States, to 
promote and maintain high standards, both professional and moral; 
to safeguard the interests of public accountants; to advance the 
science of accounting; to improve accounting education; to provide 
for examination of candidates for membership; to encourage cordial 
intercourse between accountants. 

The American Institute of Accountants is governed by its 
own officers, who are elected from its membership. Membership 
is of two kinds: regular, and associate. A regular member must 
have the following qualifications: i. He must be a certified 
public accountant, and he must have been in public practice not 
less than five years preceding the date of application. Interrup- 
tions in the continuity of practice may increase the period to 
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lo years. 2. The prospective member must pass the examina- 
tions and be elected by the council on membership. An associate 
member must have had three years of public practice plus (^) a 
C. P. A. certificate, {b) graduation from an approved account- 
ing school or (c) an additional two years of practice. 

The American Society of Certified Public Accountants was 
formed in 1921, with membership available to all certified public 
accountants. In 1936 this Society was merged with the Ameri- 
can Institute of Accountants. 

The young accountant should become familiar with the ac- 
tivities and services of all accounting societies and should be 
informed as to current developments. 

Ethics of the Profession 

The ethics of the profession of accountancy are on a plane 
comparable to practical ethics and ethical codes of other and 
much older professions. The attitude of individual practitioners 
has done much to promote a high degree of ethical practice. 
The American Institute of Accountants has drawn up definite 
rules of conduct for members of the Institute; these ethical rules 
were formulated by the Committee on Professional Ethics of 
the Institute, They are: 

1. A firm or partnership, all the individual members of which 
are members of the Institute (or in part members, and in 
part associates, provided all the members of the firm are 
either members or associates), may describe itself as “mem- 
bers of the A. I. A.,” but a firm or partnership, all the 
individual members of which are not members of the Insti- 
tute (or in part members and in part associates), or an 
individual practicing under a style denoting a partnership 
when in fact there be no partner or partners or a corpora- 
tion or an individual or individuals practicing under a style 
denoting a corporate organization shall not use the desig- 
nation “members (or associates) of the American Institute 
of Accountants.” 

2. The preparation or certification of exhibits, statements, 
schedules, or other forms of accounting work, containing 
an essential misstatement of fact or omission therefrom of 
such a fact as would amount to an essential misstatement 
or a failure to put prospective investors on notice in respect 
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of an essential or material fact not specifically shown m the 
balance sheet itself shall be, ipso facto, cause for expulsion 
or such other discipline as the council may impose upon 
proper presentation of proof that such misstatement was 
either wilful or the result of such gross negligence as to 
be inexcusable. 

j. No member or associate shall allow any person to practice 
in his name as a public accountant who is not a member or 
associate of the Institute or in partnership with him or in 
his employ on a salary. 

4. No member or associate shall directly or indirectly allow 
or agree to allow a commission, brokerage, or other partici- 
pation by the laity in the fees or profits of his professional 
work; nor shall he accept directly or indirectly from the 
laity any commission, brokerage, or other participation for 
professional or commercial business turned over to others 
as an incident of his services to clients. 

5. No member or associate shall engage in any business or 
occupation copjointly with that of a public accountant, 
which in the opinion of the executive committee or of the 
council is incompatible or inconsistent therewith. 

6. No member or associate shall certify to any accounts, ex- 
hibits, statements, schedules, or other forms of accountancy 
work which have not been verified entirely Under the super- 
vision of himself, a member of his firm, one of his staff, a 
member or associate of this Institute, or a member of a 
similar association in good standing in foreign countries 
which has been approved by the council. 

7. No member or associate shall take part in any effort to 
secure the enactment or amendment of any state or federal 
law or of any regulation of any governmental or civic body, 
affecting the practice of the profession, without giving 
immediate notice thereof to the secretary of the institute, 
who in turn shall at once advise the executive comniittcc or 
the council. 

8. No member or associate shall directly or indirectly solicit 
the clients or encroach upon the business of another mem- 
ber or associate, but it is the right of any member or as- 
sociate to give proper service and advice to those asking 
such service or advice. 

9. No member or associate shall directly or indirectly offer 
employment to an employee of a fellow member or as- 
sociate without first informing said fellow member or 
associate of his intent. This rule shall not be construed so 
as to inhibit negotiations with anyone who of his own 
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initiative or in response to public advertisement shall apply 
to a member or associate for employment. 

10. No member or associate shall render or offer to render 
professional service, the fee for which shall be contingent 
upon his findings and the results thereof. 

11. No member or associate of the Institute shall advertise his 
or her professional attainments or service through the mails, 
in the public prints, or by other written record; but any 
member or associate may cause to be published in the pub- 
lic prints, or otherwise, what is technically known as a 
card, A card is hereby defined as an advertisement of the 
name, title (member of the American Institute of Account- 
ants, C. P. A., or other professional affiliation or designa- 
tion), and address of the advertiser without further 
qualifying words or letters, or in the case of announcement 
of change of address or personnel of the firm the plain 
statement of the fact for the publication of which the an- 
nouncement purports to be made. Cards permitted by this 
rule when appearing in newspapers shall not exceed two 
columns in width and 3 inches in depth; when appearing in 
magazines, directories, and similar publications cards shall 
not exceed one-quarter page in size. This rule shall not be 
construed to inhibit the proper and professional dissemina- 
tion of impersonal information among a member’s own 
clients or personal associates or the properly restricted cir- 
culation of firm bulletins containing staff personnel and 
professional information. 

Professional Conduct 

With the rules of the American Institute of Accountants to 
guide him, with a good sense of professional conduct, and with 
a fairly good conception of moral responsibility, the accountant’s 
interests and professional activities are quite well guarded. The 
professional conduct of an accountant falls naturally into three 
general divisions: (i) his relationship to other accountants; (2) 
his relationship to the public at large, and (3) his relationship to 
his clients. 

With respect to the first, the accountant’s relationship to 
other accountants should be such that fellow members are dealt 
with in an honest and honorable manner. Personal criticism of 
fellow members should be avoided. It is not avoided to the 
greatest degree possible at the present time. However, gossip- 
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ing has always been a difficult thing to control, and it is danger- 
ous when uncontrolled. 

Young men and women in the profession are entitled to the 
opportunity to improve themselves professionally. These con- 
siderations should not be withheld by older and established 
members of the profession. The attitude of a few accountants 
that they want to hire young college graduates as clerks with 
no intention of advancing them above the rank of junior ac- 
countant proves discouraging to many. It also lov^ers the attain- 
ments of the profession over a period of time by causing some 
excellent material to drift to private industrial work. 

The auditor’s conduct toward the public at large should be 
such that the public, or the particularly interested section of a 
business community, is never misled from a true concept of 
conditions by the auditor’s reports and statements. If an ac- 
countant does not safeguard his moral responsibility toward the 
public, soon his reputation is lost, and without a good reputation 
his professional practice will soon disappear. The auditor should 
not be a party interested in the business under scrutiny; for the 
attainment of the best and most impartial results he should be 
a disinterested outsider. The auditor should not take advantage 
of the information obtained on an audit and pass information 
along to others which will result in their financial enrichment, 
as, for example, when he discovers that a certain chent’s capital 
stock might be a good purchase. Such acts are violations of 
moral and ethical responsibility toward the client as well as 
moral violations of public responsibility. The auditor is not an 
insurer or a guarantor, but if he exercises reasonable care and 
skill expected of a professional man, he is giving to the public 
all that can be expected in the way of sound professional 
judgment. 

The relationship of the accountant to the client is most con- 
fidential and, is one in which the client rightfully expects the 
highest degree of professional skill. Each audit engagement is 
a contract in which the auditor agrees to put forth his best 
efforts, to accept personal responsibility for his accounting work 
and to safeguard the interests of the client to the best of his 
ability. The auditor must be pleasing and tactful toward the 
client and his employees. He must not antagonize employees 
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of the client who apparently do not wish to cooperate with 
him; he must not consider that the employees of the client are 
his. He must maintain a truly professional attitude while in the 
client’s offices and factories. The auditor should accommodate 
his hours to those of the client. The business of the client is a 
secret to everyone, and the client trusts the auditor in this 
respect; otherwise he would have employed some other auditor. 

As pointed out in an earlier paragraph, unforeseen conditions 
often cause an auditor to shift his approach or to do more work 
than he originally planned. When this occurs, the auditor 
should consult the client, pointing out to him all existing condi- 
tions. If the client agrees to the additional work, the auditor 
proceeds. If the client does not agree, the auditor relieves him- 
self of any responsibihty that might result from the work not 
being done. For example, an engagement might not call for 
confirmation of the accounts receivable; after examining certain 
journals, the auditor might suspect lapping (that is, an account 
not being credited at the time payment is received, the money 
being withheld for some time until another account is liqui- 
dated) and suggest to the client that all accounts receivable be 
confirmed. If the client does not agree to securing confirma- 
tions, the responsibility for the detection of dishonesty on the 
part of certain employees rests on the client and is not a respon- 
sibility of the auditor. 

Legal Liability of an Auditor 

Every profession, unfortunately, has some incompetent prac- 
titioners, and some who are dishonest. America has been rather 
slow in establishing statutory law and in deciding cases which 
set forth the rights and the legal responsibilities of the account- 
ant. Great Britain has done more in this direction than has 
America, and has set forth the liabilities an accountant may 
incur. Probably there would be many more American cases 
brought to the courts if the injured cHent felt that he had a 
chance to recover money damages. To a great extent, American 
courts are relying upon British decisions for their guidance. 

In this text, legal cases will not be presented for the student 
to study, but the legal responsibilities of the professional auditor, 
based upon court decisions, are summarized; 
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1. The professional auditor is holding himself forth as an 
expert. Therefore he must exercise the same degree of 
skill expected of any good practitioner in the profession. 
He is not expected to possess a “super” skill but simply 
that of a good professional man. 

2. The auditor must discover whether or not the accounts 
represent actual conditions and not merely whether the ac- 
counts are mathematically correct. He is under legal obliga- 
tion to show true and actual conditions commensurate with 
the exercise of reasonable skill. No legal obligation is 
incurred if he exercises reasonable skill and true conditions 
are not disclosed. 

3. No legal obligation is incurred if the client sets up restric- 
tions which have the effect of not enabling the auditor to 
disclose fraud. Otherwise, suspicions of fraud must be dis- 
closed to avoid liability. The auditor is not responsible 
for carefully laid fraudulent plans if reasonable skill Avould 
not discover them. 

4. Honest mistakes, which might be made by any auditor, do 
not give rise to legal liability. The mistakes must not smack 
of a desire to please a client. 

5. Ignorance of his duties does not constitute a defense for 
an auditor. 

6. An inexcusable error constitutes neglect toward the client 
and in extreme cases may constitute fraud toward third 
persons. 

7. In his report, the auditor must disclose all essential facts 
pertaining to the audit; he must set forth any restrictions 
placed upon him during the audit which might have 
deterred the securing of essential data; he must report any 
departure from recognized professional practice, and he 
must advise the client as to what work was and was not 
performed. 

8. If the client suffers a loss through the negligence of the 
auditor, the client may recover damages. 

9. The auditor must not disclose the client’s affairs to third 
persons. 

10. The auditor must never withhold information from the 
client, be it good or bad. 

11. It is not one of the duties of the auditor to take inventory 
unless he is hired to do so. However, he must verify inven- 
tory sheets submitted to him and may otherwise test-check 
the accuracy of the figures submitted. 
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The following is a summary classification of the legal re- 
sponsibilities of an auditor: 

1. Breach of contract. He is liable only to the other party of 
the contract (privity of contract). 

2. Illegal subject matter, {a) He cannot collect for services 
if not complying with state licensing laws. (/?) There is 
not a valid contract if any of the subject matter is illegal. 
This is subject to the general law of contracts. 

3. Negligence. To be liable, the auditor must {a) owe a duty 
to the plaintiff; (Z?) have violated or breached that duty; 
(c) caused an injury to the plaintiff directly resulting from 
the negligence; {d) caused the injury with contributory 
negligence on the part of the plaintiff of such a nature that 
the injury would not have been caused if such contributory 
negligence had not occurred. 

4. Fraud. The auditor is liable if {a) he is guilty of making a 
statement known to be untrue or without reasonable 
grounds for believing it to be true or with utter disregard 
for the truth, made with the intent that another person act 
thereon; {b) said person acts thereon; {c) said act causes 
injury to the person acting thereon. 

5. Registration statements. The Federal Securities Act declares 
a fraud to be perpetrated if there is an omission to state a 
material fact the same as if the material fact had been 
misstated. 

6. Bureau of Internal Revenue. If a C.P.A. is registered to 
practice before the United States Board of Tax Appeals 
he is under duty to report to the Bureau any tax fraud of 
which he has knowledge. 

Confidential Nature of Reports 

At the conclusion of every audit, the client receives a report 
and a certificate. The report is prepared by the auditor from 
his working papers accumulated on the audit and from his gen- 
eral observations. All data contained in the report are of a most 
confidential nature. The report should be presented to the client 
only. The auditor must always be certain as to the identity of 
the client, as there have been cases in which the auditor was 
not certain as to who employed him. A high degree of tech- 
nical knowledge is necessary to write a good report, in order 
to make it complete and interesting. Chapter XXI treats fully of 
reports and their contents. 
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Ownership of Working Papers 

The working papers accumulated by an auditor are his prop- 
erty. In a Massachusetts case (Ipswich Mills vs. Dill 077, 260 
Mass. 453), the decision was that the client has no right to 
working papers prepared by the auditor. The case was decided 
in 1927, and it relieved much uncertainty concerning the owner- 
ship of working papers. It also appears that federal revenue 
agents have no access to auditors’ working papers but must refer 
to original books, records and data. There is nothing, of course, 
to prevent an auditor from showing his working papers to the 
client or revenue agent or from giving the client a copy of them 
if he desires. Working papers are discussed in Chapter IV and 
in each chapter dealing with assets, liabilities, net worth, expense 
and income. 

QUESTIONS AND PROBLEMS 

1. In your state, what are the requirements for candidac) for the 
C. P. A. examination^ 

2. What are the purposes and aims of the American Institute of 
Accountants? 

3. What should be the accountant’s relationship to (a) other 
accountants, (h) the public, (c) the client^ 

4. Based upon court decisions, what are the legal responsibilities 
of auditors^ 

5. Who owns the working papers of an auditor, on which the 
entire data and information pertain to the client^ 

6. What relationship should exist between the auditor and the 
staff of the client? 

7. What are your personal views concerning advertising by pro- 
fessional people? 

8. You are auditor for X corporation. Mr. Brown, a member 
of the board of directors, owns all of the stock of the corpo- 
ration, which you also audit. Company X buys all of its raw 
materials from Company Z. Mr. Brown is the only board mem- 
ber who knows that you audit Company Z. In your report to 
Company X, what would you say respecting this situation? 

9. You have completed your audit of a company and have pre- 
pared the client’s income tax return, but you made a mistake 
in the preparation of the return. Three years later, the Treas- 
ury Department advises the client of the error. As auditor, 
what would you do^ 

10. During your first audit of a partnership, you discover that the 
land and building are held in the name of one partner only. 
What position would you take? 



Chapter III 

STARTING THE AUDIT — THE AUDIT PROGRAM 


Preliminary Arrangements with the Client 

When the negotiations are in progress between the client 
and the auditor, the auditor is wise to secure as much informa- 
tion as possible which will assist him during the course of the 
audit. During rfie preliminary arrangement stage, most clients 
show a hearty desire to answer questions and to conduct the 
auditor over the premises and through the offices. The auditor 
thus has an excellent opportunity to meet personnel and to note 
for himself the organization of the company. A good prelim- 
inary visit with the client often will save much time and work 
later on, as the auditor will have a chance to learn the wishes 
of the client and the client will be given a chance to determine 
the things which the auditor desires to know about the business 
and the scope of the audit in general. The client knows more 
about his business than the auditor, but the auditor knows more 
about auditing than the client. The client frequently thinks that 
he knows exactly what he wants the auditor to do, but the 
auditor must not be led too far astray by the client and must 
always follow his own knowledge of what is best under the 
particular circumstances of the engagement. Any auditor, young 
or old, must listen to his client just as a doctor listens to his 
patient; but the young auditor is sometimes prone to follow the 
directions of the client, with the result that when the client 
sees the audit report, he has nothing more than a written analysis 
of what he verbally told the young auditor. 

If the audit is a repeat engagement, frequently a telephone 
call constitutes the only preliminary arrangements. 

During the stage of preliminary arrangements, in addition 
to discussing matters generally with the client, the auditor must 
insist that certain specific questions be brought up and agreed 
upon between the client and himself. Some of these several 

*9 
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matters, discussed later, do not appear to be of much importance, 
but their clear definition will make for more harmonious rela- 
tions during and after the audit. 

Period to Be Covered. — The usual period of an audit is one 
year. However, many businesses have audits made for interim 
periods. On a new engagement, the auditor must be certain that 
he understands the length of the audit period. 

Testing of Entries, or V eripcatmi of All Entries.— ~h\ the 
majority of cases the auditor determines for himself whether 
all transactions are to be verified or whether tests shall be made 
of the transaction, with a detailed verification of some selected 
weeks or months. After the auditor examines the system of 
internal check in operation, he is in a good position to advise the 
client as to the extent of detailed verification desirable and 
necessary. There must be an understanding between the auditor 
and the client on this matter. In a balance sheet audit, it is 
common practice to verify transactions in detail for one or two 
months. By “test” is meant: experimentation that will eliminate 
much detailed verification. In other words, a test is the check- 
ing of items or periods of transactions selected at random from 
the year’s operations. After tests of transactions indicate to the 
auditor the accuracy of certain classes of transactions, the au- 
ditor frequently “scrutinizes” or surveys remaining transactions 
of a similar nature. By “test and scrutiny,” then, is meant the 
determination of accuracy by proving correctness of certain 
transactions and assuming the accuracy of the remainder by 
scrutiny. 

Confirmation of Accounts. — The question of whether ac- 
counts receivable and accounts payable are to be confirmed must 
be settled before the audit begins. The trend at the present time 
is away from confirmation, unless fraud is suspected. In the 
majority of cases in which confirmations are requested, the 
replies seldom exceed 60 per cent of the requests. 

Investigation of the Accounting System. — Most clients are 
anxious for the auditor to investigate the accounting system in 
use and to advise them of any necessary or desirable changes in 
procedure and technic. Certain clients, on the other hand, are 
completely satisfied with their systems, want no changes made 
and do not want the auditor to suggest changes for fear of dis- 
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satisfying some employee. Well qualified employees usually are 
quite willing to point out phases of their system that are obso- 
lete or that are not operating satisfactorily. Of course, any sub- 
stantial amount of work on the system should be a separate 
engagement. 

Audit Locale . — ^If the auditor has one idea of where he is 
going to perform his work and the client has another idea, there 
probably will be a clash on the first day of the audit. Therefore 
it is best to arrange this matter before the audit starts. Most 
audits are made in the offices of the clients, and this is the cor- 
rect place if all books, vouchers, records and business papers 
are kept there. The large majority of clients are most consider- 
ate in arranging pleasant quarters and suitable working space 
for the auditor. The auditor must not think, however, that the 
business is suddenly turned over to him and placed under his 
command. 

Time . — ^The time of starting the audit must be definitely 
settled. Most businesses close their books on December 31, with 
the result that the auditor is under extreme pressure after the 
first of the year and until the income tax date. The client natu- 
rally desires to know when the audit will be started so that he 
can have everything in readiness for the auditor. The auditor 
should make every effort to keep his appointments, as it is no 
more than courteous to do so. 

fees . — The question of fees must be arranged before the 
inception of the audit. Most auditors prefer a per diem rate, 
because it is seldom possible to estimate exactly the total fee 
in advance of the work. Most clients prefer a flat fee, as they 
then know the exact cost involved. Good professional men are 
honest and efficient, and if the client realizes the fact, he also 
realizes that the auditor will render his services in the minimum 
time consistent with good and thorough work. No conscientious 
auditor has any desire to operate at a slow rate simply because 
the client might be willing to pay a greater sum of money than 
he should pay. If the auditor accepts a flat fee, he is almost 
certain to liberalize his estimate as mere protection. If his esti- 
mate is too high, the client suffers or the auditor is in the rather 
foolish position of explaining to the client that his estimate was 
too high. If the estimate is too low, the auditor suffers or, in 
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some cases, slightly hurries his work beyond the speed through 
which best results are obtained. The latter he should never do, 
but rather should accept his loss and not make the same mistake 
again. If the per diem basis is accepted, the client usually wants 
an approximate idea of the time to be spent; he is perfectly 
within his rights in this respect, as most auditors have a fairly 
clear idea of the time required for any job m question if the 
preliminary survey is adequate. 

It is well to have an understanding with the client as to 
what a day’s work means. In busy seasons the auditor frequently 
works 12 or more hours per day, while seven hours is con- 
sidered a day’s work. Therefore the charge for one man for 
one calendar day will not be the per diem charge but rather 
the per diem rate multiplied by or as the auditor 
worked of a regular working day. It is also usual to 
charge the client for the expenses of the auditors on the engage- 
ment. These expenses, if the work is done out of town, include 
transportation plus a flat per diem rate for hotels and meals. 
This expense charge varies according to the location of the 
client’s ofiice, as living expenses are higher in some places than 
in others. In general, the per diem expense rate will be placed 
somewhere in the range of $5.00 to $7.00 per calendar day. If 
the audit is being performed in the same city as the auditor’s 
office, then the only expense charge is for dinner money when 
working a stated number of hours over the regular day’s work 
or for Sunday work. This charge ranges from f i.oo to $5.00 
per meal thus allowed. 

Nu 7 nber of People . — The number of people to be assigned 
to the audit should be discussed with the clien;. The client 
usually leaves this to the auditor, but the auditor should always 
e.xpress his wish and intention. The client then knows liis daily 
total cost; he also is not surprised to find more than one man 
working on the audit when the engagement is started. 

Balancing of Books . — It is not the duty of the auditor to 
balance the books of the client. This should be done before the 
auditor arrives. In a new engagement, the auditor should make 
his position clear on this point. 

Familiarization 'with the Accounting System in Use . — Before 
the engagement is accepted, the auditor should familiarize him- 
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self thoroughly with the accounting system in use. He cannot 
hope to perform a satisfactory audit, instruct a semor (if a senior 
is to conduct it), instruct a junior, estimate the time and advise 


ARLINGTON AND DEEKIN 

Certified Public Accountants 

University Building John Arlington 

Cincinnati, Ohio James Deekin 

December 10, 1938 

Mr. George Hart, President, 

The Cincinnati Manufacturing Co, 

Cincinnati, Ohio 

Dear Mr. Hart. 

This is in confirmation of our conversation of today con- 
cerning the audit of the books of the Cincinnati Manufacturing 
Company for the year ending December 31, 1938. The engage- 
ment Will require approximately 20 days. It will include 

1. A balance sheet audit as at December 31, 1938. 

2. A detailed audit of all transactions for March and 
December, 1938. 

3. Preparation of the federal income tax return. 


The rates for the engagement are as follows. 

One senior accountant at $50.00 per 7 hour day. . $ 50.00 
Two junior accountants at $25.00 per 7 hour day . 50.00 

Total per diem cost . . .; $100.00 


It IS understood that the books will be closed by you not later 
than February 1, 1939. We will count cash and negotiable 
securities January 2, 1939, and will start the remainder of the 
work not lamr than February 1, 1939, and we will finish not 
later than SiVch 15, 1939. 

Very truly yours, 

James Deekin 


Form 1 — Letter of Confirmation 

as to the needs for the audit if he does not have a good knowl- 
edge of the system in operation. The principles of accounting 
and business are universally the same, but local conditions and 
requirements sometimes cause adoption of a peculiar technic. 
Letter of Confirmation . — ^After all preliminary arrangements 
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ENGAGEMENT MEMORANDUM 

Date December lo, Prepared by James Deekin 

Client The Cincinnati MamtJ actiirmg Company 


Address Tenth and Victoiy Streets 


Starting Date January 2, for cash and negotiables As soon as possi- 
ble for remainder 
Report to Be Finished Match /y, 


Estimated Number of Days 20 


Report to Geoige Hart, Preside 7 it 


Accountants Assigned R. M. Edwards, Senior; John FruJmian and Wd- 

ham McClure, Juniors 

Conference Held^ Yes, Dece?nber 10, ig^S 


Letter of Confirmation^ Yes. Decejnber 10, 

Type of Audit Bala 72 ce sheet, with detailed verification for Mar ch and 

December 

Remarks 


Form 2- — ^Engagement Memorandum 
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are made, it is good practice to send the client a letter confirm- 
ing the conditions of the audit. Most auditors do not use formal 
contracts unless the client so desires. Form i shows a letter of 
confirmation. 

Engagement Metnorandmn . — When the auditor returns to 
his office after making the prehminary arrangement and writing 
the letter of confirmation, he prepares an engagement memo- 
randum, which is filed in the office. The purpose of the 
memorandum is to cover the points discussed with the new 
client. For repeat audits, details may be omitted from the 
memorandum owing to general familiarity with the engagement. 
The senior on the audit refers to former reports, working papers, 
etc., for additional information. 

If the auditor who visited the client and made preparatory 
negotiations is a partner or a supervisor who will not perform 
the audit, he should call in the senior who will be in immediate 
charge and talk over the situation with him. The senior refers 
to the engagement memorandum and duplicate of letter of con- 
firmation and to any other papers and correspondence in the 
office files for further information. 

Supplies 

The only advice to the young auditor is to take plenty of 
supplies: i 6 , 12, four-column (or any other preferred) working 
paper; text paper; graph paper; blank bank certificates, scratch 
paper; pencils; erasers; inks; rulers; clips; time sheets; expense 
sheets. Supplies are cheap and should be used profusely rather 
than sparingly. Each separate memorandum on an audit should 
be placed on a separate sheet of paper, even if only one line is 
used on a sheet. Never use the back of a sheet of paper. Chap- 
ter IV, “Working Papers,” deals with the use of the working 
papers. 

Work to Be Done by Client’s Accounting Staff Before the 
Auditor Arrives 

There is much for the client to do before the auditor arrives. 
The following list indicates the requirements of the average 
auditor before he starts on an engagement. 
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1. A correct general ledger trial balance. 

2. Returned bank cheques arranged according to the auditor’s 
request. 

3. Other vouchers arranged according to the auditor’s request. 

4. Schedule of accounts receivable. 

5. Schedule of accounts payable. 

6. Schedule of notes receivable and the notes. 

7. Schedule of notes payable. 

8. Schedule of investments. 

9. Schedule of bonds payable (if there is no trustee). 

10. Schedule of capital stocks (if there is no registrar). 

1 1 . Original inventory sheets. 

12. Statements from creditors. 

13. Statements to debtors. 

14. Copies of leases, royalty agreements, etc. 

15. Contracts in general. 

16. Bank reconciliations. 

17. Analyses of propertv^ accounts and analyses of repairs to 
the property accounts. 

Certain auditors may not request all of these preparations; 
certain audits may not require everything listed. For example, 
the auditor does little of his verification work from the on2:mal 
inventory count cards or sheets. The only check to these origi- 
nal cards is a test-check from the copy to the cards and from 
the cards to the copy, in all, a test of perhaps 50 to 80 per cent 
of the value of the total inventory, not of the nimiber of items 
appearing therein. The extent to which the test is carried 
depends entirely on the accuracy of the items tested and the 
auditor’s judgment as to the care used in taking the inventory 
and in summarizing the results. 

Starting the Audit 

When assigned to a new client, the senior in charge of the 
audit should secure a letter of introduction to the client from 
the principal or partner who prepared the engagement. He 
should read over any available correspondence and the engage- 
ment memorandum. If he is not in general familiar with the 
industry of which the client’s business is a part, he should inform 
himself through libraries and trade journals. If the audit is a 
repeat, he needs no letter of introduction, and he should take 
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from the office files a copy of the previous year’s report and 
working papers and the audit program for the past year and 
the year under audit (see section on ‘‘Audit Program” in this 
chapter) . 

Arrived at the office of the client, the auditor in charge 
should set the junior to counting the cash and preparing bank 
reconciliations if the audit is being made promptly at the close 
of the accounting period or if fraud is suspected; otherwise, the 
junior may be given any one of a multitude of things to do, as 
will be pointed out in succeeding chapters of this book. It does 
not particularly matter what is done first, as long as the senior 
follows a well regulated plan of audit and guides the junior 
accordingly. It is always convenient, however, to count the 
cash and reconcile all bank balances early in the audit, as this 
puts to one side a tedious and sometimes lengthy procedure. 
Also, cash transactions constitute the greater portion of the work 
of many businesses. 

After the junior is put to work, thf senior niay do any one 
of the following things, not necessarily in the order named. 

1. Prepare a schedule of all books and records. Glance at 
them to become acquainted. 

2. If the audit is for a corporation 

(a) Examine the charter, noting 

(1) Classes of authorized stock. 

(2) Number of shares of each class and their pars. 

(3) Full name of the company. 

(4) Date of incorporation. 

(5) Any other pertinent information for a full his- 
tory of the case. 

(b) Examine the by-laws and note 

( 1 ) Date of the annual stockholders’ meeting. 

(2) Quorum requirements. 

{3) Provisions for election of directors. 

(4) Method of electing directors. 

(5) Duties of the directors. 

(6) Method of selecting executive officers by the 
board. 

(*7) Dividend policies. 

(8) Manner in which by-laws are to be amended. 

(9) Method of voting. 

(10) Order of business. 
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(c) Examine the minute book and make all pertinent com- 
ments therefor, including 

( 1 ) Dividend declarations. 

(2) Bonuses declared. 

(3) Profit-sharing agreements. 

(4) Stock subscription forfeitures. 

(5) Authorization for capital stock increases and 
decreases. 

(6) Treasury stock purchases and sales. 

(7) Depositaries. 

(8) Contracts with executives. 

(9) Surety bonds. 

(10) Election of officers. 

(11) Compensation of officers and executives. 

(12) Authorizations for construction work, 

(13) Authorizations for purchases of fixed assets. 

( 14) Selling contracts. 

(15) Authorization for bond issues 

(16) Purchase contracts. 

(17) Depreciation rates. 

(18) Authorization for buying and selling securities. 

(19) Home office instruction to the branches. 

(20) Authorization for concellation of treasury bunds. 

It is advisable to examine the minutes early in the audit. If 
the minutes are poorly kept, the attention of the client should 
be drawn to the fact. In extracting notes from the minutes, the 
auditor must learn to distinguish relevant from irrelevant mat- 
ters, Matters of interest to an auditor in the minutes are those 
that may affect the audit, such as a dividend paid without the 
action being recorded in the minutes, a change in depreciation 
rates, a change of depositaries or entrance of a new officer into 
the organization and his salary arrangement, and so on. 

3. If the audit is for a partnership, examine the articles of 
copartnership and note, among other things, 

(1) Profit-sharing arrangements. 

(2) Interest on drawings. 

(3) Interest on capital. 

(4) Salaries. 

(5) Drawings, etc. 

(6) Capital requirements. 
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Many partnerships do not have articles of copartnership. 
The auditor should do his utmost to encourage the formulation 
of written articles. 

4. Prepare working trial balances (Chapter IV). The auditor 
should take his trial balances directly on his work sheets 
and directly from the ledger. He can thus compare his 
trial balance with that submitted by the client. Trial bal- 
ances should be shown for the current year under audit 
and for the preceding year, in order to bring out compari- 
son. By taking his trial balance early in the audit, the 
auditor becomes acquainted with the ledger accounts and 
their classification. 

Audit Program and Questionnaire 

An audit program is a planned procedure for an audit. 
Imagination and initiative must be brought into play at all times 
during an audit, regardless of how well planned the audit pro- 
gram happens to be, as all conceivable contingencies for each 
different audit cannot be reduced to writing preceding the 
event of the audit. The purpose of an audit program is ( i ) to 
guide the auditor during the audit, or (2) to serve as a check-off 
list toward the close of the audit to be sure that nothing is over- 
looked. Some accountants do not use a “model” or prepared 
audit, similar to the one shown on the following pages, while 
others always use it. Of the auditors who do use it, some check 
the things to be done before going out on an audit, while others 
wait until their audit is about finished and then check the items 
in the program to determine whether they have covered all 
points. 

The audit program for any one client must be revised from 
time to time, in conformity with the changing conditions of the 
client’s business and of auditing practice in general. It must be 
remembered also that the audit program cannot be prepared 
definitely preceding an audit. During the audit, the entire pro- 
gram for any one client will be completed. Each item of the 
audit program is superscribed with the initials of the auditor 
responsible for that particular section of the work. 

The questions and suggestions for procedure in the accom- 
panying program and questionnaire will adequately take care 
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of all the points to be covered in a complete audit. Man)^ more 
questions and suggestions could be added, but the points men- 
tioned are suggestive enough to give a ready clue as to any 
follow-up work that should be performed in connection with 
each point. 

If the program is filled out and filed with the client’s per- 
manent records, it is valuable in assisting the memory in the 
future and in giving new auditors, when visiting an old client 
for the first time, a preliminary idea of what has been done. 
Also, in making the arrangements for an audit, if the auditor 
merely makes his own notations on the questionnaire as to what 
work is to be performed on the engagement, much time is saved, 
and he follows an orderly procedure. Further notations can be 
made as the different divisions of the work are performed. If 
a junior does certain sections of the work, those sections should 
be signed by him on completion. 

If desired, all schedules, adjustments and notations on work- 
ing papers can be indexed to the proper space in the ques- 
tionnaire and the questionnaire indexed to the working papers. 

It should be understood that all of the questions and sugges- 
tions are not applicable to each and every audit. The end desired 
in the audit will serve as a guide to the points to be used. 


AUDIT PROGRAM 


General Information 

Source — Articles of incorporation or copartnership, by-laws, 
and minutes of directors' meetings. 


1 . 

2 . 

3 . 

4 . 

5 . 

6 . 

7 . 

8 . 
9 . 


Official name of client . . . 

Address 

Report for period 

Audit to start 

Audit to be finished . . . 


-.To be delivered to. 


Number of reports. . . 

The number of accountants needed. 

The estimated time of each on the job 
A description of the general type of audit or work to be done. 


If a corporation, fill in the corporate information; if a single proprie- 
torship or a partnership, fill m the required information- 
10. Names of officers and their titles 
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11. Salaries of officers 


12. When incorporated^ 

13. Under the laws of what stated 

14. Give the purpose clause of the charter. 


15. Is the charter adhered to^. 
16 Branches, where located . . . 


17. Who audits the branches^ 

18. Are officers and financially responsible employees bonded^ . 

Make any pertinent comment 

19. Are dividends formally acted upon^ . . 

20. Look for mortgages, leaseholds, contracts, salaries, etc., and 

notes on each 


21. Are minutes correctly signed and carefully kept^ . 

22. Are absent directors and dissenting votes recorded? . 

23. Who is authorized to: 

(a) Sign cheques^ 

(b) Sign vouchers? 

(c) Borrow money? 

(d) Sign contracts?. 

24. How are employee loans and officer loans authorized? 

25. Are the loans adequately secured? 

26. Are the loans interest-bearing? ... . .... 

27. Are loans paid at the end of the period and renewed immediately? 


ake 


28. What banks are used as depositaries? 

29. Names of all partners, stating if they are limited, special, silent 


30. Examine articles of copartnership and make notes. 


31. Partners’ salaries. 


32. Provisions as to profit division . . . 

33. Is provision made for interest to be credited on investment? ... 

How? 

34. Is provision made for interest to be charged on drawings? . 

How? 

35. Present a complete list of books and records used, and by whom 

each IS kept 


36. Is the accounting system satisfactory? Give all necessary comments 
and suggestions 
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37. Gne any other information you consider pertinent . . 


38. Copy the opening entries for the corporation. . . . 


Signature 


Cash Procedure 


General Cash 

1. Count general cash on hand^ if any 

2. List all currency and cash by denomination, number of pieces and 

extend into the amount column 

3. List all cheques included, showing drawer, payee, bank, date drawn 

and amount . 

4. See that all cheques received have been entered in the cash book . , 

5. Tiace all cheques and currency on hand into subsequent deposit slips 

and the bank statement. . . 

6 Add all receipts and deduct all cash payments as per paid vouchers 
on hand and deduct all deposits to reconcile back to the audit date 
if the audit is made after the close of the period 

7. Inspect and list all paid expense vouchers included in cash for proper 

approval ... 

8. List all employees’ I.O.U’s contained in cash 

9. Obtain signature of cash custodian, acknowledging return of cash and 

other items included as cash 

10. Obtain written approval of all paid vouchers by responsible official 


11. Total the amounts shown on the amount sheet and compare with the 
amount per books 

Petty Cash 

1. Count currency, coin, cheques, and stamps, and list, showing denomi- 
nations, units, and amounts 

2. Inspect and list expense vouchers held in fund, for proper approval 

3. List all employees’ I.O.U.’s and postdated cheques, showing employee, 

position, amount, date drawn, date due 

4. Trace all cheques in fund into subsequent deposit slips and the bank 

statement 

5. Obtain signature of petty cash custodian, acknowledging the return 

of cash, vouchers, etc 

6. Obtain written approval of responsible official of all expense vouchers, 

I.O.U’s and employee cheques contained in the fund * 

7. Obtain confirmation direct from salesmen and other company repre- 

sentative as to the amount of cash held by them, as of the end of 
the fiscal period 
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8. Obtain from a responsible official acceptance of and written approval 

of any shortage in the fund even though the petty cash custodian 
makes up the shortage at the time of the count 

9. If audit IS later than the end of the fiscal period, reconcile the account 

back to the end of the fiscal period 

Cash in Bank (General) 

1. Determine month or months for which cash operations are to be 

reviewed. The last month of the period must be included 

(Note — F or illustrative purposes the month of December will be 
used here) 

2. Obtain the bank reconciliation as of November 30 and compare items 

shown therein with the cash books and with the November 30 bank 
statement. Trace reconciling items to the December cash book and 
December bank statement and tick off 

Cash Receipts 

1. Foot the columns of the cash receipts book and trace totals into the 

general ledger 

2. Trace daily receipts into the deposits shown by the December bank 

statement . 

3 If cash sales are made, foot the sales summaries sheets for the month 
and trace the totals into the cash receipts book 

4. If an independent list of incoming remittances is on hand, trace the 

detail of these lists into the cash receipts book for at least the last 
five days of the period and the first five days of the succeeding 
period 

5. Compare the detail of the cash receipts as shown by the cash receipts 

book with the detail on the duplicate deposit tickets for the last few 
days of the fiscal period and the first few days of the succeeding 
period 

6. Mail these duplicate deposit tickets to the bank, requesting confirma- 
tion of the detail appearing therein 

7. If the cash receipts book has been held open after the end of the 

period, reverse such entries back to the proper closing date 

8. Compile information needed for the questionnaire 

Cash Dtsbursements 

1. Foot the cash column of the disbursement book 

2. Trace total to the general ledger 

3. Inspect cheques returned in December and compare with the cash 

book and the outstanding list as of November 30, as to payee, cheque 
number, date issued and amount 

4. Inspect all indorsements to see that the indorser is the payee 

5. Scrutinize double indorsements where the cheques are made out to 

other companies or where the cheques are made out to individuals 
and the second indorsement is that of a company official 

6. List all irregular indorsements for further investigation 

7. List for further investigation all cheques payable to banks, cash and 

employees or unknown individuals 

8. Tick off all amounts in the cash book after comparison with can- 
celled cheques 

9. List all sigantures and countersignatures appearing on the cheques 

and compare with authorized list taken from the minute book 
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10. List ail Items still open on November 30 list of outstanding cheques 

and on the December cash book. This will be the outstanding list 
for December 31 

11. Enter the total of the December 31 outstanding cheques on the 

December bank reconciliation 

12. Enter the December 31 bank balance, as of the December 31 bank 

statement and the December 31 book balance as of the general ledger, 
on the bank reconciliation 

13. Enter other reconciling items, such as deposits in transit and December 

bank charges, on the reconciliation 

14. Request January cut-off bank statement from the bank, with the 

cancelled cheques up to that date ... 

15. Trace December deposits in tiansit into January bank statement. 

16. Compare cancelled cheques returned with the Januar}" statement, 

with the December 3 1 outstanding list . . ... 

17. All cheques not cleared should be thoroughly investigated 

18. Account for all cheque numbers .... 

19. List all cheques drawn to pay roll 

20. All cheques outstanding as of the prior audit should be called for 
and compared with the prior year’s working papers . 


Pay Roll 

1. In general, the same procedure as follow^ed for cash disbursements 

2. Test-check pay roll extensions 

3. Review system of internal check for pay rolls ... 

The Following Questiom and Statements Deal Particiilaily with Internal Check 

1. What are the duties of the cashier^ 

2. To whom is the cashier directly responsible? 

3 Does the cashier have access to any of the ledgers.? 

4. Who signs cheques.? Who countersigns.? 

5. When cheques are presented for signatures, are vouchers and invoices 

also presented? 

6. Can a voucher be presented twice for payment? 

7. Do officers ever sign blank cheques? 

8. What is the disposition of spoiled or voided cheques? , . . . 

9. Who opens the mail? 

10. Are incoming receipts listed and then compared with the cashier’s 

records? By whom? 

11. How are cash sales handled? 

12. Are cheques issued payable to “Cash,” “Bearer,” “Currency”? 

13. Are bank accounts reconciled regularly? 

14. Are cash receipts deposited intact daily? 

15. Who reconciles bank accounts? 

16. Does this same person prepare or approve cheques? 

17. Did you investigate cheques out over one month? 

18. Petty cash: 

(a) Is imprest system used? 

(b) ■^^at is the maximum amount to be paid from the fund at one 

time? 

(c) Are all payments evidenced by receipts? 

(d) Did one count disclose any exceptional items? 

If so, list them 

(e) How often does the custodian balance his cash? 
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if) Are advances officially approved^ 

(g) How often, and by whom, is petty cash audited? 

(h) Are there any postdated cheques in petty cash^ 

(i) Are receipts canceled so that they cannot be used again? . . 

(j) What are the name and position of the petty cashier^ . . 


Signature 


Notes and Acceptances Receivable Procedure 

1. Prepare a schedule listing all notes for amounts due, due dates, inter- 
est, collateral and remarks 

2. Correspond with holders of notes not m office. . .. . . 

3 Correspond with makers of notes, including notes receivable dis- 
counted . . 

4. If not permitted to correspond, secure a written notice from the 

officials to that effect . , 

5. Are notes receivable negotiable^ 

6. Verify collateral for notes . . . . 

7. Discuss collectibility of the notes with the management 

8 Review the allowance provided for notes, if any, and determine its 
sufficiency 

9. Prepare a list of notes discounted .... 

10 If there are any notes other than customers’ in the account, list them, 

with explanation . . 

11 Verify notes receivable at branches, by correspondence if the branch 

is not visited . . . . 

12. Determine their collectible value by checking the credit rating of 
the obligor 


The Following Questions and Statements Deal Particularly with Internal Check 

1. Are notes receivable on hand checked regularly with the controP 

2. Who does this checking^ 

3. Who is the note custodian^. 

4. Are partial payments indorsed on the back of notes^ 

5. By whose authority are notes renewed^ 

6 Who is the custodian of collateral, if any^ . What 

schedule shows the detail of collateraP 

7. Is the collateral for notes adequate^ 

8. Are notes receivable ever discounted? 

9. If notes are discounted, what procedure is followed for renewing 

the notes? 

10. Are protested and pastdue notes charged to customers’ accounts? 

Trace disposition 

11. Was an allowance made for uncollectible notes? 

12. How was the amount of the allowance determined? 

13. Were notes other than trade customer notes included in the account? 

What disposition? Give 

schedule number 


Signature 
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Accounts Receivable Procedure 

1. Prepare trial balance ... 

2. Prove with controlling account 

3. List by name and age 

4. Correspond with debtors 

5. Check debtors’ reply 

6. Add sales records 

7. Trace postings of footings to ledgers . . 

8. List credit balances separately 

9. Are accounts pledged as loan security? 

10. Eliminate all consignment accounts 

11. Comment on uncollectible accounts . . 

12. Schedule bad debt write-offs and have them approved by proper 

official 

13. Investigate officers’ personal accounts, have them approved by board 

action and cover in the report 

14. Check balances due from branches, subsidiary, affiliated, etc , com- 
panies, common carriers; rents; consigned accounts; capital stock 
subscriptions; amounts due from officers and employees, etc., and 
elimmate from the regular accounts receivable 

15. Verify computations for bad debt allowances set up and detennine 

their sufficiency 

16. Examine cash discount column in the cash book 

17 Test sales postings from invoices and examine shipping recoids to 
if goods were shipped and not charged 

18 Check duplicate sales tickets with original orders and trace to accounts 

receivable 

19. Verify prices billed to customers. .... 

20. Examine customers’ charges just prior to close of period and trace 

21. Verify accounts receivable in branches 


The Following Questions and Statements Deal Particularly with Internal Check 

1. Are customers ever charged in advance of shipment? 

2. If so, what account is credited? 

3. What else, other than keep the ledger, does the ledger-keeper do? 

4. Are consignments carried as accounts receivable? 

5 If the answer to 4 is Yes, on what basis are charges made? 

6. Are any balances carried as trade accounts, other than trade accounts? 

7. Are monthly statements sent to customers? 

8. Who prepares the statements? 

9. Who mails the statements? 

10. Who authorizes writing off uncollectible accounts? 

11. After an account has been written off as a bad debt, what control is 

exercised over this account? 

12. Are adequate bad debt allowances set up? What method 

is used? 

13. Who authorizes cash and trade discounts and allowances? 

14. Who passes on credit terms and limits? 

15. Are credit limits adhered to? 

16. Are all shipments represented by invoice? 

17. Are all shipments recorded in the accounts? 
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18. Wlio investigates differences reported by customers^ 

19. Are subsidiary ledgers regularly balanced with the controlling 

accounts? 

20. Are the controlling accounts and the subsidiary ledgers now in dis- 
agreement^ 

21. Did we circularize trade creditors^ Are we to do 

so^ .... . Give schedule number 

22. Are accounts pledged as loan security^ By whose 

approval^ 

Signature 

Inventories Procedure 

Quantity and Accuracy 

1. Verify footings and extensions on inventory sheets 

2. Test-check quantities on inventory sheets to original count cards and 

test from count cards to inventory sheets 

3. Ascertain that count cards bear the signature of the person counting 

Prwhig 

1. Prepare inventory schedule classified as to 

(a) Raw materials 

(b) Materials in transit 

(c) Supplies . . . . . 

(d) Work in process 

(e) Finished goods 

(f) Branch inventories 

(1) Raw materials ... 

(2) Materials in transit 

(3) Supplies 

(4) Work in process 

(5) Finished goods 

(g) Goods on consignment 

2. Raw materials, materials in transit, and supplies: 

(a) Compare inventory price with cost per invoice and with current 

market Make allowance for freight-m 

(b) Determine that lower of cost or market is used .... 

(c) If market is lower than cost, compute the loss on market 

decline 

3. W^ork in process 

(a) Ascertain that lower of cost or market is used for the valuation 

of materials and labor in process. 

{b) If market is lower than cost, compute loss on market decline 

(c) Compute burden charge or review company’s computation to 
ascertain that the charge is both reasonable and sufficient 

4. Finished goods* 

(a) Ascertain that goods are valued at cost, reproductive cost or 
selling value less commercial expense, whichever is the lower 

(b) If reproductive cost or selling value, less commercial expense, is 

lower than cost, compute the loss due to market decline 
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5. Branch inventories: 

{a) Value these inventories the same as those discussed above, with 
proper allowance for freight differentials 

6. Goods on consignment* 

{a) Value these goods the same as those on hand plus proper con- 
signment expense 

7. Made audit by comparison with previous period, to disclose sio\w 

movmg or obsolete stocks . 

8. If book inventory was used, test the internal system for charging 
amounts purchased and crediting amounts requisitioned 

9. If book inventory was used, compare last physical inventor\" with 

book inventory to see if differences were properly adjusted at that 
time ... 

10. If necessary, insist on a test of physical inventory to the book amounts 

11. If the test shows substantial differences between book and physical 
inventories, insist on a complete physical inventory . 

12. General: 

{a) Ascertain that no items sold and billed were included m the 

inventory 

{b) Determine that all goods received up to the close of the period 
or in transit fob. vendor at the close of the period were included 

in inventory 

(c) Determine that no merchandise was counted twice. 
id) Check the method of sales cut-off and the general routine of the 
physical work of taking inventory . . 

13. Obtain certificates from responsible officials as to the propriety of 

the quantities, condition, normal supply and price shown by the 
inventory sheets . / . 

14. Obtain a certificate covering future commitment quantities, commit- 
ment price and the possible loss thereon ... 


The Following Questions and Statements Deal Particularly with Inteynal Check 

1. Are the inventories under the control of a storekeeper? ... 

2. Are deliveries made on requisition only^ 

3. How are differences between book inventories and actual count 

treated when disclosed? 

4. Are there many stock record adjustments? 

5. Are inventory values below sales prices recently realized? ... 

6. Are there consignments-in? 

7. Are there consignments-out? 

8. What records are kept of consignments? 

9. Are profits on consignments taken up in the proper period? .... 

10. Is inventory-taking staggered? * . [ 

11. Are sales of raw materials made, and if so, how are they handled? 

12. Are inventories priced at the lower of cost or market? ... ! ! 

13. Was there a loss due to inventory decline? 

14. Was the loss charged to cost of sales or was it treated as a financial 

loss? 

15. If the loss was charged to cost of sales, did we make the necessary 

adjustment? 

16. Was stock-in-trade the only stock carried in the inventory? ... 

If not, what others? . . . 
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17 Is any of the physical inventory subject to lien^ . 

If so, give the amount of the hen and the inventory pledged . . 

18 Was a book or physical inventory used by the company^ . . 

19. How IS obsolete or slow-moving stock determined^ . . ... 

. . .By whom^ 

20. What disposition is made of obsolete stocks 

21 Did we make an audit 

{a) By comparison^ 

{b) By totals^ . . . 

{c) By classes^ . 

(d) By accounts^ 

ie) By departments^ 

22. Did we discover any obsolete inventories^ 

23. Is there any merchandise on hand excluded from the inventory > 

If so, why^ 

Signature 

Investment Procedure 

1. Prepare schedule for stocks owned 

2. Examine certificates . 

3 Prepare schedule for bonds owned 

4 Examine the bonds 

5. Prepare schedule for notes and mortgages . 

6. Examine abstracts 

7. Examine deeds 

8. Correspond with holders of securities not in office 

9 Compare market price and book value at the date of the balance 
sheet 

10. See that income from securities has been properly taken up in the 

books 

11. Compare sales of securities and purchases of securities with authoriza- 
tions in the minutes of the board of directors 

12. Ascertain that paraal payments on notes are properly indorsed on the 

back of the note 

13. Count the cash at the time of verifying the securities 

14. See that interest coupons are attached to coupon bonds 

15 Verify, by letter, investments in and advances to subsidiaries 

16. Set up necessary reserves for loss due to market decline on current 

investments 

The Following Questions and Statements Deal Farticularly with Internal Check 

1. Were investments verified at the same time cash and receivables 

were audited^ . . . . 

2. How are securities valued on the books? 

3. Are all securities not in the name of the company properly indorsed? 


4. Who is the custodian of the securities? What 

are his other duties? Does he have access to 


the ledgers or the books of original entry? 

5, Is proper insurance carried? 

6 Was there a loss due to market decline on current investments at the 

balance sheet date.? . . . Was a reserve set up? Did 

we have to increase it? How much? 



50 


Auditing 


7. Were all subsequent interest coupons attached to coupon bonds' 

8. How are investments in subsidiaries carried^ 

9. What treatment is given dividends on subsidiary stocks^ . 

10. Are subsidiary profits taken up as made or only on payment of 

dividends^ 

Signature 


Fixed Tangible Assets Procedure 

1. Prepare a schedule of each asset 

2. Examine all deeds 

3. See if the property is recorded in the name of the client 

4. Prepare depreciation schedules 

5. Schedule additions 

6. Schedule deductions 

7. See that additions and deductions are properly authorized . . . 

8. Verify depreciation rates and calculations 

9. See that liabilities have been taken up on construction work com- 

pleted to the end of the period and that the amounts are charged to 
properties 

10 If this IS an extractive industries concern, verify the rcsenx for 
depletion ’ . 

11. Ascertain that profit or loss on sales of fixed assets is taken to the 

proper accounts 

12. See that adequate insurance is carried 

13. Examine vouchers for additions, improvements and new equipment 

14. See that only proper charges are capitalized 

15. Examine for appreciation 

16. If properties have been appreciated, see that offsetting credits have 

been made to the proper accounts 

17. Investigate fully depreciated assets and determine the effect upon the 

burden rates 

The Following Questions and Statements Deal Particularly with Internal Check 

1. At what values are properties carried cost, appraisal, or other^ 


2. Are all additions and deductions properly authorized^ 

3. Is there idle plant, equipment or unimproved land^ If so, 

is the depreciation on idle capacity charged to operating or to non- 
operating expenses^ 

4. What method of depreciation is being used^ Is a 


reserve set up, or is the depreciation credited to the asset? 

5. Is the reserve for depreciation adequate? * ^ * 

6 Are reserves for depieciation properly handled when assets are dis- 
posed oP 

7. Are there evidences of secret reserves^ .'.*.*.* .* 

8. Have depreciation rates been accepted by the U. S. Treasury Depart- 


Signature 
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Deferred Charges and Accrued Items Procedure 

1 . Compute prepaid and accrued bond interest 

2. Compute prepaid and accrued interest 

3. Compute prepaid and accrued wages ... ... 

4. Compute prepaid and accrued taxes ... .... 

5. Compute prepaid and accrued rents 

6 Compute prepaid and accrued royalties . . . 

7 Prepare schedules and compute prepaid or accrued interest and clas- 
sify as to kind, insured property, etc. 

8. See that the insurance is adequate . . ... 

9. Verify the propriety of charges to organization expense . . . 

10 Ascertain that the amounts charged to prepaid advertising are cor- 
rect . . . ..... 

The Following Questions and Statements Deal Fanicidarly with Internal Check 

1. Are prepaid insurance and other prepayments treated as expenses or 

as deferred charges^ ... . . . 

2. Is bond discount properly amortized? . . . . ... 

3 Is the company amortizing organization expense or treating it as a 

permanent asset^ . . . . 

4, Are proper adjustments made bv the company to take up accruals? 

Signature . . ... 


Fixed Intangible Assets Procedure 

1. Analyze the Good Will account 

2. Ascertain that Good Will has been properly valued 

3. Verify changes made in the Good Will account during the year on 

a repeat audit 

4. Analyze the Patents account 

5. Examine letters patent 

6 See that patents are properly depreciated 

7. Investigate the method of evaluating patents 

8. Examine franchise grants or contracts 

9 Examine copyright registration documents 

10 Examine trade-mark registration documents 

11 Examine formulas registration documents 

12 Examine leasehold agreements or contracts 

13. Examine leasehold authorizations and compare with contracts ... 

14. See that leases are properly evaluated 

15. Verify cost and depreciation of leasehold improvements 

16 Verify cost of organization expense capitalized. . 

The Following Questions and Statements Deal Farttmlarly with Internal Check 

1. Are all patents owned on the books? 

2. If organization expense is carried as an asset, what provisions of 

write-off are made? 

3. Are all purchased intangibles on the books? 

4. Is booked good will limited to the amounts paid for it? 

5. If good wdl has been arbitrarily written up, has the offsetting credit 

been made to the proper account? 
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6. Is proper allowance being made for the depreciation of patents and 

copyrights^ • • • • 

7. Are leasehold improvements properly depreciated^ 

8. Did we make any adjustments to the intangibles accounts^ . , 

Signature 

Notes and Acceptances Payable Procedure 

1. Take a trial balance of the notes payable and compare the total with 

the general ledger control . . ... 

2. Prepare schedule 

3. Correspond with recorded holders 

4. Compare correspondence returns with the schedules . 

5. Prepare schedule for notes due banks and for loans from others, 

showing notes outstanding at the beginning of the period, notes issued 
during the period and notes paid or renewed during the year 

6. Compare schedule with a schedule of notes authorized as listed from 

the board of directors’ minutes or authorization sheets 

7. Inspect all notes to banks paid during the period . 

8. Classify notes as to trade, bank, officers and employees, and otheis 

9. Calculate interest accrued on notes and acceptances payable and sec 

that it IS shown in the accounts and the statements 

The Following Questions and Statements Deal Farticularly with Internal Check 

1. Are notes paid when due^ 

2. Are all notes for loans authorized at board meetings^ 

3. Who has authority to sign notes and acceptances payable^ . . . 

4. How many signatures are required.^ 

5. What contingent liabilities exist^ 

6. Are notes payable secured^ 

Signature 

Contingent Liabilities Procedure 

1. List information taken from bank confirmations as to notes receivable 

discounted or accommodation indorsements 

2. Send a request to the client’s attorneys for information on possible 

losses on pending lawsuits 

3. Examine purchase commitments for possible contingent liabilities in 

connection therewith 

4. Review excerpts from the directors’ minutes for information as to 

contingencies 

The Following Questions and Statements Deal Farticularly with Internal Check 

1. Does the concern have any liability: 

{a) As indorser on notes receivable? 

{b) As indorser on accommodation notes^ 

ic) As guarantor of contracts? 

id) Under employer liability laws^ 

2. Are there any pending lawsuits^ 

3. What other contingent liabilities are there? 

^ , Signature 
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Accounts Payable Procedure 

1. Take a trial balance of accounts or vouchers payable. 

2. List by name 

3. List by name and age 

4. Correspond with creditors for approval of balances and any assets 

pledged as security , . . . . 

5. Check answers 

6. Examine inventory to ascertain if asset is represented by liability for 

unpaid bills 

7. Examme both paid and unpaid bills file for month or more after 
close of the period to ascertain that all amounts owing as of the end 
of the period were shown in the accounts 

8. Add book of original entry of accounts 

9. Check the postings to the general ledger 

10. Analyze the distribution of purchases and expenses 

11. Examine monthly statements of creditors and compare with books 

12 Examine receiving records and purchase orders to see if all liabilities 

are taken up . . 

13 Trace accounts payable invoices to receiving and stores records 

14 Prepare a schedule of debit balances 

15. Examine pay roll and commissions records to determine the amounts 

accrued at the close of the period . 

16 Check the insurance schedule for accrued premiums . 

17. Check tax schedule for accrued taxes ... 

The Following Questions and Statements Deal Particularly with Internal Check 

1. Are there any unsatisfied judgments agamst the client^ 

2. Are there any accrued commissions payable^ . . 

3. Are any open accounts payable secured^ 

4 If so, what security? 

5. Are provisions necessary for losses arising from sale and purchase 

commitments^ 

6 If such provisions are necessar}% have they been made? . ... 

Signature . - • 

Fixed Liabilities Procedure 

1. Is there a bond issued .... 

2. Prepare schedule 

3. Examine trust deed 

4 Investigate and determine that trust deed provisions are being car- 
ried out 

5. Compare bond issues with authorizations by directors, and other 

bond- and stockholders 

6. Determine prices at which bonds were sold 

7. Trace the proceeds of the sale 

8 Inspect the entries for recording premiums and discounts 

9. Determine if premiums and discounts are being amortized properly 

10. Correspond with trustee to verify bonds outstandmg, issued, retired, 

etc * 

11. Prepare bond redeemable schedule and inspect redeemed certificates 

or the cremation certificate 
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12. Verify the cost of treasury bonds, if any. 

13. Are the treasury bonds pledged as collateraP . . . • 

14. If the bond issue has been paid in full, see if the trust deed has been 

cancelled 

15. Prepare a mortgage schedule 

16. List the property pledged under the mortgage . ... 

17. If mortgage has been paid, verify by correspondence with the client’s 
attorney that the mortgage has been canceled on the county records 

18. If there is a reserve for sinking fund, ascertain that the offsetting 

debit IS made to the correct account 

The Follov)ing Questions and Stateinents Deal Particularly 'with Internal Check 

1. Are all long term liabilities properly authorized by the board of 

directors and by a legal majority of the holders of stock and other 
bonds^ 

2. Are trust deed provisions being carried out^ . * . ... 

3. Was discount or premium properly recorded and amortized^ . 

4. Were any adjustments necessary? 

5. If bond issue was paid in full, was trust deed canceled 

6. If mortgage has been paid in full, has the mortgage been canceled 

on the county records? Is the canceled mortgage 

certificate on hand^ 

Signature 

Capital Stock Procedure 

1. List stockholders from the stock ledger 

2. Check stock transfers and postings to the ledgers 

3. Examine canceled certificates for indorsements 

4. Prove stubs of outstanding certificates with the total stock out- 
standing 

5. Examine minutes for authority of issue, dividends, etc 

6. Account for the proceeds of an increase in stock during the period 


7. See that premiums and discounts are handled properly 

8. See if all canceled certificates are plainly marked 

9. See if canceled certificates are attached to their stubs . .... 

10. Contact the registrar or transfer agent for verification of registration 

and transfers .... , . . 

11. Inspect entries for the acquisition of treasury stock and verify the 

book valuation 

12. See if revenue stamps are affixed to certificate stubs. 

13. See if there are accumulated dividends 

14. Account for all increases and decreases in capital stock during the 

period under audit 

15. What is the authorized: 

{a) Preferred? 

{b) Common^ 

The Following Questions and Statements Deal Particularly with Internal Check 

1. Is stock ever issued in exchange for fixed assets^ 

2. If so, are the exchange and valuation of the assets received authorized 

by board action? 
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3. Are stock certificates ever signed in blank . . . 

4. Are revenue stamps affixed to the stubs? 

5. Are all certificates accounted for? 

Signature 


Surplus Procedure 

1. Analyze the account into free, capital and appropriated surplus . . . . 

2. Secure a complete detail of charges and credits to the accounts and 

verify 

3 Verify all entries for dividends, and trace to the cash disbursements 
or dividends payable 

Signature 


Expense Procedure 

1. Analyze all expense accounts necessary to a proper valuation of assets 

2. Inspect vouchers for all major items .... 

3. Ascertain that amounts are proper expense charges and are not assets 

4. If the company manufactures, verify the computation of burden rates 

5. Investigate the manner of charging labor to work in process 

Signature 


Pay Roll Procedure 

1. Reconcile the pay roll bank account or the cash drawn for the pay 

roll 

2. Audit the Pay Roll account in the same manner as general cash 

3. Check with clock cards or original records 

4 See that increases are authorized 

5. Check employment department records 

6. Add pay roll 

7. Extend pay roll 

8 Trace pay roll postings 

9 Give a complete description of pay roll procedure 

10. Trace the disposition of unclaimed wages 

The Following Questions and Statements Deal Particularly with Internal Check 

1. Who prepares the pay roll? 

2. Who checks the pay roll? 

3. Who approves the pay roll? 

4. Who pays the employees? 

5 Is payment by cash or cheque? 

6. From what original records are pay rolls prepared? 

7. Do employees sign the pay roll? 

Signature 
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Purchases Procedure 

(See Cashy Accounts Fay able and Inventory) 

1. Compare purchase invoices with quotations. 

2. Check extensions 

3. Check postings to the accounts payable . 

4. Check discounts taken on purchases 

5. Investigate the purchase procedure in operation. .... 

The Follovoing Questions and Statements Deal Farucularly voith Internal Check 

1. Are all purchase orders executed in writing^ . . 

2 Who approves prices, description, etc.? . . . 

3. Do all invoices go to the receiving department? 

4. Where are receiving tickets matched with invoices? 

5. Are receipts of merchandise recorded on purchase orders? 

6 How are shortages and damaged goods handled? . . 

7. Are purchase returns charged to invoices and to creditors? 

8 Where do orders originate? . . 

Signature 
Sales Procedure 

(See Cash and Accounts Receivable) 

1. Compare prices on invoices with price lists 

2. Check extensions, postings, discounts . . 

3. Trace sales to sales records from invoices 

4. Trace sales book postmgs 

5. Trace entries to customers’ accounts 

The F allowing Questions and Statements Deal Farticularly with Interjial Check 

1. Is sales book promptly closed? 

2. How are cash sales handled? 

3. On what authority are shipments made? 

4. If shipments are made on other than a shipping order, what record is 

sent to the office? 

5. Who receives the record? 

6. What IS done with it? 

7. How are back orders handled? 

8. How are shipments traced? 

9. How are sales returns handled in stock records and in customers’ 

accounts? 

Signature 

QUESTIONS AND PROBLEMS 

1. A company operates a chain of retail grocery stores. Prepare 
an audit program for a verification of the bank balances. 

2. Prepare an audit program for a detailed audit of a small club 
of which you are a member. 

3. You are asked by the president to audit the books of a com- 
pany. You are not familiar with the company and do not know 
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its officers. The president also wants to know the approximate 
cost of the audit. What would you do.^ 

4. As auditor, what entries will you normally make on the books 
of the client^ 

5. What is meant by ^^test and scrutiny”^ 

6. What work is to be done by the client’s staff before the auditor 
arrives^ 

7. During the early stages of an audit, the auditor asks to examine 
the minute book. He is refused this privilege. If you were the 
auditor, what would you do^ 

8. In a first audit, why is the auditor interested in {a) the charter, 
{b) the by-laws^ 

9. As auditor, what information would you expect to transcribe 
from the minutes of the board of directors? 

10. What preliminary arrangements should be made with a new 
client before accepting an audit engagement? With an old 
client? 

11. You have a new client. Are you interested in his trial balance 
at the beginning of the period under audit^ 

12. What are the advantages of an audit program^ The disadvan- 
tages^ 

13. By whom should an audit program be prepared^ 

14. You are the auditor for a large department store. The fiscal 
year is December 31. What would you do first: {a) If you 
cannot start the audit until February i? (^) If you start 
January 2^ 

15. In the first audit of a partnership, why do you want to examine 
the articles of copartnership? 

16. On an audit, the books of the client are closed and ruled. You 
want to extract a preclosing trial balance. How would you 
proceed so that you can do the work rapidly and be free from 
error^ 

17. Draft a letter of confirmation pertaining to an audit under the 
following conditions: You have just returned to your office 
after talking to the client and making all preliminary arrange- 
ments with him; the audit is a new engagement for you; the 
client has never before had an audit; the total assets of the 
client corporation are $600,000; net worth is $500,000, divided 
about equally between capital stock and surplus; sales for the 
year are $1,100,000. 

18. Draft an office memorandum of engagement for the situation 
stated in Question 17. Make it different from the form shown 
in the text. 



Chapter IV 
WORKING PAPERS 


General 

In this text a complete illustrative audit set of working papers 
is presented at the conclusion of the book; a few examples, in- 
volving alternate forms, are given throughout certain chapters. 
Their purpose is to guide the young auditor and student in the 
proper preparation of working papers, their arrangement, ful- 
ness of content and indexing. They must be studied thoroughly 
so that a complete mastery of their form and content is assured. 
The illustrative working papers at the end of the book are those 
necessary for the audit of a relatively large manufacturing con- 
cern. Variations in the content of working papers will take 
place, of course, between different types of industries and busi- 
ness concerns within the industries. However, the general prin- 
ciples governing the preparation of all working papers are the 
same under any operating conditions. 

Purpose of Working Papers 

W orking papers are the papers upon which the auditor com- 
piles his data, analyses, computations, notes, schedules and rec- 
ords pertaining to the audit. From these papers is extracted the 
material for the audit report which is submitted to the client. 
The only mediums of connection between the records of the 
client and the audit report are the working papers prepared on 
the premises of the client by the auditor. They are the only 
proof of the correctness of the records and of the correctness of 
the audit report. The working papers serve the auditor as the 
source of information for his remarks and advice in discussing 
business matters with the client, in solving taxation problems 
with the Bureau of Internal Revenue, in defending his position 
from criticism, in defending himself in the event of legal action, 
in the preparation of his report, in the review of his report and 
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his work by the principals or partners and in serving as a guide 
for the next audit of the same client. 

Working papers must be carefully prepared at all times. The 
young auditor is sometimes prone to produce more working 
papers than are necessary, and he is also inclined to include mate- 
rial which has no bearing upon the audit and which is of no 
value to anyone. It is better, however, to lean to the side of an 
excess of working papers than to a dearth of them. Experience, 
criticism and guidance from the semor soon will teach the young 
auditor the difference between important matters to be noted 
and unimportant items to be omitted. If the auditor will ask 
himself, “Are these data necessary to the report; are they neces- 
sary to the support of any item in the report; are the data neces- 
sary for the verification of the correctness of the records and 
transactions; will their omission have serious consequences?” and 
if he can satisfactorily answer these questions, he soon will be 
able to make those fine discriminations necessary for the prepa- 
ration of good working papers. The ability and skill of an audi- 
tor frequently can be judged by his wmrking papers. If an 
auditor can go out on an engagement, prepare his working 
papers, return to the ofSce and turn the working papers over to 
a senior or principal, and if the latter can write a complete 
report from the working papers submitted without asking ques- 
tions, then the working papers have withstood the test of excel- 
lent preparation. Another test of good working papers occurs 
in the event that it becomes necessary for one auditor to stop 
when partially through his work and turn over the completion 
to another man. If the latter can proceed without confusion to 
himself and to the staff of the client, then the working papers 
are good. 

Working papers, broadly defined, include all the data col- 
lected during the course of the audit, with the result that the 
content and the form of the papers are of paramount importance 
at all times. The content must be full, detailed and explicit. 
The form must be impeccable from the standpoint of neatness 
and arrangement, so that the character, thoroughness and exact- 
ness of the auditor are shown without even as much as 
seeing him. An audit might be described as the preparation of a 
series of working papers so that a report of condition and opera- 
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tion may be submitted to the management. x\ll working papers 
must be carefully guarded during the course of the audit and 
meticulously preserved after the audit. Definite responsibility 
for each working paper must be established both during and 
after the audit. If someone draws working papers from the office 
files, he signs for them or gives a receipt for them so that there 
is no possibility of the working papers being lost or mislaid. 
Upon the return of the working papers to the files, the receipt 
is returned to the person returning them. In some accounting 
firms the written consent of a partner is necessary before work- 
ing papers may be withdrawn. Each working paper must record 
all of the work performed in connection with the verification of 
each account and must also record the conclusion reached for 
each account and the method used to reach that conclusion. 

As mentioned in a preceding chapter, only one item is placed 
on each working paper. Paper is cheap, and if several things are 
placed on one working paper, it is impossible to arrange the 
working papers properly for the writing of the report in an 
orderly and rapid fashion. Too often an auditor has an old 
envelope sandwiched in between his working papers with some 
data on it, or he is forced to stop to think in order to refresh 
his memory about a particular situation which he did not record 
and which he imagined he could remember. 

Examples of Working Papers 

The Working Trial Balances . — The working trial balances 
may be drawn from the general ledger in such fashion that all 
balance sheet accounts and profit and loss accounts are shown 
together in the order in which they appear in the ledger. A 
most convenient arrangement, however, is to place all real 
accounts on one working sheet and all nominal accounts on 
another, as shown in the examples. Forms 3 and 4. For ex- 
tremely large companies, the working balance sheet accounts and 
the working profit and loss accounts may be still further sub- 
divided into one sheet for assets, one for liabilities, one for net 
worth, one for expenses and one for incomes. A breakdown of 
the general ledger accounts thus facilitates comparisons and 
calls attention to the points of the audit needing especial 
emphasis. 
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The Working Balance Sheet Accounts and the Working 
Profit and Loss Accounts . — A convenient working balance sheet 
and a working profit and loss sheet are shown in Forms 3 and 4. 
The “account number” is the number of the account in the 
general ledger. The “accounts” column should bear full names 
of all accounts; that is, abbreviations should be avoided as much 
as possible in order to avoid confusion and errors. The “work- 
ing paper number” column is filled in with the number or num- 
bers of the individual working papers accumulated on the audit 
which have reference to the item in the working balance sheet 
or working profit and loss statement. The “trial balance” col- 
umns are in comparative form, one trial balance for the preced- 
ing year and one for the current year. The current year’s trial 
balance may be taken after closing or before closing, depending 
upon the duties of the auditor in connection with the engage- 
ment. The “auditor’s adjustment” column contains all adjust- 
ments made by the auditor during the course of the audit. As 
adjustments are made during the audit, they are recorded (i) on 
the individual working paper for the account adjusted, (2) on a 
working paper titled “Adjusting Entries” and (3) on the work- 
ing balance sheet or working profit and loss sheet. All adjust- 
ments are numbered, the number appearing in a circle in front 
of the adjustment as shown in Forms 3 and 4, and in the illus- 
trative audit at the end of the book. A copy of the adjusting 
entries working paper is given the client at the conclusion of the 
audit so that he is able to correct his books if he desires. The 
“adjusted balance sheet” or “adjusted profit and loss” columns 
set up the data for the preparation of the correct balance sheet 
and statement of profit and loss after the audit. The “remarks” 
column is for anything of a pertinent nature which the auditor 
cares to mention for his own guidance during or after the audit. 

If a factory or private ledger is in existence, separate working 
papers are prepared, just as for the balance sheet and the profit 
and loss accounts. Reciprocal accounts must be in agreement 
between the two ledgers. The debit element of an adjustment 
usually will fall on one sheet and the credit element on another. 
At the determination of the profit or loss for the period, it is 
closed to a capital account on the working balance sheet. 

Forms 3 and 4 are suggestions based upon ease of operation 
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Form ^ — ^Working Profit and Loss Sheet 



Working Balance Sheet 
December 31, 193B 
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Form 6 — Leading Schedule 
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in practice. The working balance sheet and the working profit 
and loss sheet may be varied in an infinite number of ways, even 
to placing the individual accounts across the top of the page in 
the same horizontal order in which they appear in the vertical 
trial balance columns. Some auditors like this arrangement, as it 
eliminates squeezing several figures into one horizontal space 
when several adjusting entries to one account are encountered. 
Form 5 shows the operation of such a working paper. Horizon- 
tal addition and subtraction are avoided in this manner. The 
totals of the vertical columns, when added algebraically, give the 
correct figures for the final statements. The form of any work- 
ing paper is a matter of personal preference on the part of the 
auditor. The author likes the forms demonstrated in Forms 3 
and 4, as the material is quite consolidated. The degree of com- 
plication of accounts often will influence an auditor in preparing 
bis working trial balances. For simple audits of small enterprises, 
one method of working paper preparation may be used, while 
for difficult and involved consolidations, another method may be 
adopted in order to give space for greater detail and analysis 
and to save time when closing the accounts and balancing out 
the working papers. 

Adjusting Entries Working Papers. — Adjustments made by 
the auditor are recorded in full on separate working papers titled 
“Adjusting Entries.” The adjustments are accompanied with 
full explanation and full cross-indexing. A two or four column 
sheet of paper suffices for the adjusting entries. (See the illus- 
trative audit at the back of the book.) 

Leading Schedules. — A leading schedule or summary sched- 
ule is prepared classifying and summarizing the items appearing 
in the trial balance. The classification and the total from each 
of these summary schedules then become the item appearing in 
the worldng balance sheet or working profit and loss statement. 
Each leading schedule is prepared on a separate sheet of working- 
paper. A leading schedule for fixed assets is shown in Form 6; 
another is shown in the illustrative audit. 

Supporting Schedules. — Supporting schedules are prepared in 
support of the leading schedules and carry the detail or break- 
down of the summarized data appearing in the leading schedule. 
A supporting schedule for office equipment is shown in Form 7. 
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The supporting schedule for general and administrative expense 
would hkewise show the adjustment necessary for the under- 
stated expense. 


THE X Y Z COMPANY 
Office Equipment 
December 31, 193B 



Date 

Voucher 

Amount 


Balance, January 1, 193B 

Additions {193A) 

Two (2) electric calculators 
@ 300 00 

Repairs to bookkeeping machine 

Ten (10) desks @ 30 00 

Feb 1 0, 1 93 A 
Apr 18, 193 A 
June 4, 193A 

$2,346 82 
2,562 22 
2,834 08 

$600 00 
100 00 
300 00 

$3,000 00 

Total Additions 




1,000 00 

Book Balance, December 31, 193B 
Adjustment* 

Bookkeeping machine repairs 
(Vo 256222) 
capitalized in error (3A)(8) 




$4,000 00 

100 00 

Adjusted Balance, December 31, 193B 




$3,900 00(3) 

Adjustment (31) (3A) 
Administrative and Office Expense 
Office Equipment ! 

To adjust repairs expense 
capitalized in error ! 

(Note: This adjustment is placed on 
the Adjusting Entries work paper, 
and on the working Balance Sheet, 
and Profit and Loss Sheet) 1 

$100 00 

1 

$100 00 

1 


i 

Examined all invoices i 

Examined all vouchers 
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Form 7 — Supporting Schedule 


Agenda, or Audit Notes Sheet . — A working paper headed 
“Agenda” or “Audit Notes” is prepared early m the audit. It 
usually is a sheet of text paper without columnar rulings. The 
agenda sheet is used currently during the audit and contains 
notes and data for such things as unsettled questions pertaining 
to verifications and analyses, personal notes, conversations with 
the officers, etc. The senior uses this sheet as a check to deter- 
mine that all questions have been settled and all work performed. 

Complete Set of Working Papers . — A complete set of work- 
ing papers for the average audit usually is made up of (i) the 
comparative working balance sheet, (2) the comparative work- 
ing profit and loss sheet, (3) the adjusting entries, (4) the ex- 
traction of minutes, etc., (5) the leading schedules, (6) the 
supporting schedules following immediately upon the leading 
schedule referred to, and (7) the agenda sheets. 
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Superscribing the Working Papers 

Each working paper prepared on an audit is initialed by the 
person performing the work. This is necessary in order to estab- 
lish responsibility of action. Each working paper also contains a 
full statement of all work done in connection with the verifica- 
tion of each account and of the conclusions reached with respect 
to each account. Some accountants follow the practice of writ- 
ing a statement of the work done on a sheet separate from the 
working paper proper. 


Indexing the Working Papers 

Working papers are indexed, subindexed and cross-indexed 
by the auditor either during the audit or at its conclusion. 
Working papers must be indexed completely so that ready ref- 
erence to any account, analysis or section of the audit is easily 
and quickly available and so that reference from one schedule 
to another may be made at any time during or after the audit 
without an unnecessary waste of time. There are several meth- 
ods of indexing, all of which are satisfactory. A few are shown 
here. 

Method 1 . — Method I assigns a number to each main work- 
ing paper and to each leading schedule. Supporting schedules 
carry the number of the leading schedule followed by a letter 
of the alphabet. If the letters of the alphabet are exhausted in 
the supporting schedules for any one classification of accounts, 
double letters are used. In the illustration given below, for in- 
stance, if there were 27 fixed assets, the twenty-seventh would 
have its supporting schedule indexed as 8AA. Method I is easily 
adaptable to indefinite expansion. 

1. Balance Sheet Working Sheet. 

2. Profit and Loss Working Sheet. 

3 A. Adjusting Entries (sheet i). 

3B. Adjusting Entries (sheet 2, etc.). 

3C. Agenda. 

4. Cash Summary. 

4A. Cash in Bank (bank X). 

4B. Cash in Bank (bank Y). 

4C. Petty Cash, Fund i. 
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4D. Petty Cash Fund 2. 

5. Accounts and Notes Receivable and Reserve for Bad Debts. 
sA. Accounts Receivable. 

5B. Notes Receivable. 

5C Reserve for Rad Debts. 

6. Inventory Summary. 

6A. Raw Materials. 

6R. Work m Process. 

6C. Finished Goods. 

6D. Certificate of Inventory. 

7. Investment Summary. 
jA. Bonds. 

7B. Stocks. 

8. Fixed Asset Summary. 

8x\. Office Equipment. 

8B. iMachinery and Tools. 

8C. Buildings. 

8D. Land. 

9. Depreciation Reserve Summary- 

9A. Reserve for Depreciation of OfRce Equipment. 

9B. Reserve for Depreciation of Madiincry and Tools. 

9C. Reserve for Depreciation of Buildings. 

10. Defended Charge Sumniaiy. 
roA. Prepaid Insurance. 

loB. Prepaid Interest. 

11. Intangible Assets Summary. 

1 1 A. Patents. 

iiB. Good Will. 

12. Notes and Accounts Payable Smmnary. 

1 2 A. Notes Payable. 

12B. Vouchers Payable. 

12C. Certificate of Liabilities. 

13. Bonds Payable. 

1 3 A. Letter to Trustee. 

13B. Trustee’s Certificate. 

14. Net Worth. 

14A. Preferred Stock. 

14B. Common Stock. 

14C. Reserve for Sinking Fund. 

14D. Earned Surplus. 

14E. Capital Surplus. 
r4F. Unearned Surplus. 

15. Miscellaneous Information (15 A,B, C, etc.) 

16. Minutes. 

17. Sales. 



68 


Auditing 


1 7 A. Product i, 

17B. Product 2. 

18. Direct Material. 

19. Direct Labor. 

19A. Direct Labor, Department i. 

19B. Direct Labor, Department 2. 

20. Manufacturing Overhead. 

2oA. Superintendence. 

2oB. Foremanship. 

20C. Etc. 

2 1 . Selling Expenses. 

2 1 A. Salesmen’s Commissions. 

2iB. Traveling Expense. 

21C. Sample Expense. 

2iD. Depreciation on Delivery Equipment. 

2iE. Etc. 

22. Administrative Expenses. 

2 2 A. Officers’ Salaries. 

22B. Depreciation of Office Equipment. 

23. Financial Expense. 

2 3 A. Interest. 

23B. Sales Discount. 

It is understood, of course, that the foregoing accounts and their 
corresponding numbers are not complete. Just enough are given 
so that the system may be understood. This also holds true for 
Methods II and III. 

Method IL — ^Method II uses an alphabet letter for leading 
schedule purposes and two letters for supporting schedules. This 
method appears slightly more confusing than Method I, but a 
great many accountants use it. There is no limit to the expan- 
sion possibilities of the method. 

A. Balance Sheet Working Sheet. 

B. Profit and Loss Working Sheet. 

C. Other Reports and Schedules. 

Ci. Agenda. 

C2. Minutes. 

C3. Miscellaneous Information. 

D. Adjusting Entries. 

E. Assets. 

EA. Cash in Bank. 

EB. Petty Cash. 
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EC. Accounts and Notes Receivable. 

EC I . Accounts Receivable. 

EC2. Notes Receivable. 

EC3. Reserve for Bad Debts. 

ED. Inventories. 

ED I. Raw Materials. 

EF. Investments. 

EFi. Bonds. 

EF2. Stocks. 

EG. Fixed Assets. 

EG I. Delivery Equipment. 

EG 2. OfSce Fixtures. 

EG 3. Reserve for Depreciation of Delivery Equip- 
ment. 

EG4. Reserve for Depreciation of Office Fixtures. 

F. Liabilities. 

FA. Vouchers Payable. 

FB. Notes Payable. 

FBi. Trade. 

FB2. Nontrade. 

G. Net Worth. 

GA. Capital Stock. 

GAi. Preferred. 

GA2. Common. 

GB. Earned Surplus. 

GC. Reappraisal Surplus. 

H. Income. 

HA. Sales. 

HA I. Store Sales. 

HA I A. Store Number i. 

HAiB. Store Number 2. 

HA2. Outside Salesman Sales. 

I. Expense. 

I A. Factory. 

iAi.\Productive Labor. 

1A2. Material. 

1A3. Manufacturing Overhead. 

I A 3 A. Superintendence. 

IB. Selhng. 

IC. Administrative and General. 

ID. Financial. 

Method III, — Method III assigns a letter to each balance sheet 
asset and double letters to each balance sheet liability and net 
worth item, followed by an arabic number for supporting sched- 
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ules. The method is satisfactory if there are no more than 26 
asset captions and no more than 26 liability and net worth 
captions, 

1 . Balance Sheet Working Sheet. 

II . Profit and Loss Working Sheet. 

III. Adjustments. Ilia, sheet i; Illb, sheet 2, etc. 

IV. Agenda. IVa, Agenda; I\T, Minutes, etc. 

A. Cash. 

Ai. Petty Cash. 

A2. Cash in First National. 

A3. Cash in Second National. 

B. Accounts Receivable. 

C. Notes Receivable. 

Ci. Reserve for Bad Debts. 

D. Inventories. 

Di. Raw Material. 

E. Investments. 

Ei. Investments in Subsidiaries. 

El. Long Teim Notes. And so on for each asset 
A A. Vouchers Payable. 

BB. Notes Payable. 

CC. Bonds Payable. 

CCi. First Mortgage. 

CC2, Second Mortgage. 

CC3. Trustee^s Certificates. 

DD. Net Worth. 

DDr. Common Stock. 

DDi. Earned Surplus. 

DD3. Reserve for Contingencies. 

EE. Sales. 

EE I. Department i. 

EE2. Department 2. 

FF. Expenses. 

FF I . Manufacturing. 

FF I A. Superintendence. 

FFiB. Repairs, 

FF I C. Depreciation. 

FFz. Selling. 

FF2A. Salesmen’s Salaries. 

FF2B. Delivery Expense. 

FF 3 . Administration. 

FF3 A. Office Expense. 
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Of the three methods shown, the author prefers the first, as 
it is least confusing to operate, lends itself to indefinite expan- 
sion on large audits by the simple addition of numbers and uses 
numbers for leading and supporting schedules, which makes for 
ready insight into the general location of papers in the binder, 
owing to the fact that continuous numbers are more readily 
visualized than are continuous or double letters. The student is 
free to select his own method, of course. In the illustrative audit. 
Method III is used. 

Each working paper must have its index number in the upper 
right corner. Entries in supporting schedules which are trans- 
ferred to leading schedules are cross-indexed with the page of 
the leading schedule, and vice versa. Totals on supporting sched- 
ules going into leading schedules are indexed to the leading 
schedule. Adjusting entries in the schedules and on the adjust- 
ing entries sheet are cross-referenced completely by showing the 
schedule number from which the adjustment is secured and the 
schedule number to which it is transferred. Balances on sched- 
ules which are to be used in the balance sheet and the profit and 
loss statement are cross-indexed to the working balance sheet and 
working profit and loss sheet. Cross-indexing may also be made 
between the audit program and the working papers. If this is 
done, the working paper index number is placed in front of the 
item on the audit program. Cross-indexing is most important, as 
it locks the working papers together and completes the story of 
the audit. Ink or pencil of a color different from that used in 
the body of the schedule should be used for indexing in order to 
make the references stand out. The book balance of each item 
on the working papers is taken from the client’s trial balance, 
and the trial balance is checked to the ledger before verification 
begins. Some accountants take the working paper amounts 
directly from the ledger if a trial balance cannot be taken. 
(Study the illustrative audit at the back of the book.) 

Summary 

To summarize the points of importance in connection with 
the preparation of the working papers: 
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1. Place the name of the client at the top of each \\urking 
paper and schedule, both leading and supporting. 

2. Below the name of the client place the name of the balance 
sheet or profit and loss item which is dealt with m the 
working paper, for example, land, petty cash fund no. 7, 
investment summary, investments in bonds, etc. The name 
of the client (i) and the name of the item (2) mav be 
reversed, if desired, as shown in the illustrative audit at the 
end of the book. 

3. Below the name of the working paper, place the audit date. 

4. Place the index number in the upper right corner of each 
working paper. 

5. Cross-index each working paper to the sheet to which it 
is transferred and to the sheet from which it is secured. 

6. Be certain that leading schedules contain sufficient columns 
for all work. 

7. Be certain that each supporting schedule has its owm sepa- 
rate sheet of working paper. 

8. On each schedule, state the method of verification used for 
the item being audited. 

9. As the auditor, sign or initial each working paper. 

10. Use tick marks whenever they are even remotely neccssaiy. 

1 1 . Date each working paper. 

12. Make each working paper orderly, neat, legible. 

13. Be sure that there are no arithmetical errors. 

14. The book balance of each item on the wmrking papers must 
agree with the trial balance. 

Duties of the Senior and of the Junior 

On any audit, the duties of the senior and the duties of the 
junior auditor must be well defined by the principal or senior 
m order to avoid duplication of work and to secure the most 
effective results on the audit. The senior gives the junior full 
instructions concerning the form and content of the working 
papers he is to prepare, so that the working papers are prepared 
in uniform fashion according to the wishes of the senior. If the 
senior does not give such instructions, the working papers of the 
senior will differ from those of the junior and will result in a 
waste of time, as the senior is forced to revise schedules. The 
senior advises the junior as to the methods to be followed in the 
performance of his work. For example, if postings are to be 
vouched, the senior decides whether the vouching will be done 
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from the journals to the accounts or from the accounts to the 
journals and whether one man will do the vouching or whether 
two shall be used, one to call entries and the other to tick them. 
The senior also decides the extent of the items to be sampled 
if a detailed audit is not being made, so that the correctness of 
the profit and loss accounts may be verified. For example, he 
might instruct the junior to verify sales for the months of Janu- 
ary and July, and if all transactions are in order, he might 
reasonably assume that the sales for the other lo months are cor- 
rect. If left alone, the junior might select too long or too short 
a period for verification for the particular purposes of the en- 
gagement. On a balance sheet audit, the senior always examines 
all profit and loss accounts himself if it is necessary to examine 
them to determine the correctness of the asset accounts, to see 
if the accounts are properly handled and to become acquainted 
with the ratios and relationships existing between profit and loss 
accounts. The senior must decide the extent of the inventory 
verification to be made, that is, the extent to which inventory 
reports, invoices and requisitions are to be checked to the inven- 
tory records. He must also decide whether cents, dollars, tens 
or hundreds are to be added on the inventory sheets of the client. 
The senior is the person who takes the trial balance on the trial 
balance working papers, as he must be thoroughly familiar with 
the accounting system as a whole. Matters brought to the atten- 
tion of the senior by the junior which warrant discussion with 
the client are discussed by the senior, never by the junior. The 
senior extracts information from the minutes, examines by-laws, 
examines the charter, examines trust indentures and mortgages 
and examines capital stock records if the company does not have 
a registrar and transfer agent. 

Juniors vary from young people on their first engagements 
to men who serve as seniors on some audits and juniors on 
others. Many juniors are left practically alone by the senior, 
except for an occasional cursory checking. The junior usually 
will be assigned to such things as: verifying extensions; verifying 
footings; verifying postings; counting and verifying the cash; 
verifying the accounts receivable; aging the accounts receivable; 
verifying securities; checking the clerical accuracy of the inven- 
tory sheets; vouching additions to and deductions from fixed 
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assets; vouching all additions to and deductions from asset wilua- 
tion accounts; verifying deferred charges; verifying notes and 
accounts payable, looking for unrecorded liabilities; determining 
interest expense, prepaid interest, accrued interest; preparing 
papers for capital stock transactions, and vouching surplus 
account entries. The junior should index and cross-index the 
schedules and file them m their proper places in the working 
papers. Many other tasks are assigned the junior, and many 
more are given the junior on some audits and assumed by the 
senior on others. In any event, the junior is subject to the call 
of the senior, who in turn is guided by the practices and policies 
of his firm and by the exigencies of each situation. 


QUESTIONS AND PROBLEMS 

1. For what purposes arc working papers prepared and preset ved^ 

2. Why are working papers the most important data collected 
during the course of an audit^ 

3. During an audit, where are adjustments recorded^ 

4. What IS a leading schedule? 

5. What is a supporting schedule^ 

6 . What ordinarily constitutes a complete set of working papers? 

7. Design a system of indexing working papers different^from the 
examples given in the text. 

8. In detail, what information is placed on the average workino- 

^ 1 O C5 

paper? 

9. What are the duties of a senior auditor^ 

10. What are the duties of a junior auditor? 

11. A client demands your working papers at the conclusion of an 
audit. What is your position? 

12. Why is a recital of the work done of importance on a working 
paper? 

13. What is the purpose of a working paper titled “Agenda”? 

14. You are the junior auditor on an engagement. A matter arises 
which you do not understand, and the senior is out of the 
office and will not return for two hours. You decide to ask 
the client about the matter. The client advises you. Were you 
right or wrong in asking the client? 

15. At the conclusion of an audit, you hand your client a working 
paper with all adjustments upon it which you consider neces- 
sary for correction of the books. The client agrees that they 
are correct but refuses to put them in his books. What is the 
effect of this refusal upon (a) the report, (b) the next audit? 



Chapter V 

THE ORIGINAL RECORDS 
Mechanical Aspects 

This chapter deals with certain mechanical aspects of audit- 
ing and certain routine detailed duties which are necessary on 
every audit. The degree of detailed work to be done on 
each audit depends upon (i) the system of internal check, 

(2) whether the audit is a balance sheet or a detailed audit, 

(3) the arrangements with the client and (4) the number of 
mistakes found. Much more verification and vouching are done 
on a detailed than on a balance sheet audit, but some verification 
and vouching are always done on the latter, even though most 
of the verifications may be in the nature of tests of transactions. 
A completely detailed audit is most uncommon in the present 
era; good accounting systems and good auditors make them 
practically unnecessary, except in some few isolated cases. Also, 
the present-day volume of transactions of a large concern make 
it practically impossible to perform a detailed unit. Mechanical 
verification and vouching fall mostly to the lot of the junior 
auditor. The mechanical and routine phases of an audit deal 
fundamentally with (i) the books of original entry, (2) the 
analysis of accounts and (3) the business vouchers. Perhaps a 
few definitions are not amiss at this point in order to clarify 
thought in the future. Many accountants use different termi- 
nology to indicate the same thing; others use the same descriptive 
terminology to indicate a variety of things. Standardization of 
accounting terminology is a much desired goal. The American 
Institute of Accountants is constantly promoting standardization 
of terminology and in 1931 published a small but excellent 
accounting dictionary. Accounting Terminology . Any account- 
ant, young or old, will benefit by a perusal of and a constant 
reference to this treatise. 

Voucher . — ^By a voucher is meant any documentary evi- 
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dence, such as a book or paper, in support of a transaction. A 
voucher may be a canceled cheque, a receipted invoice, a petty 
cash receipt, a written request for the withdrawal of raw mate- 
rials from a storeroom; an authorization to place a new employee 
on the pay roll or to remove an old one, a labor ticket or a 
repair request. A voucher frequently is looked upon as a receipt 
for money paid; this is true, but not all-inclusive. 

Vouching. — ^The word “vouch” (a transitive verb) means to 
warrant or to answer for. Vouching is the examining or attest- 
ing of the vouchers, the proving of ownership, the proving of 
existence and the approving of authority. 

V erification. — Verification (a noun) is the act of proving or 
confirming the truth. The transitive verb “to vouch” also means 
to support or to confirm. Verification takes place witli respect 
to the confirmation of extensions, footings, postings, entries in 
an account, cash in the bank and on hand, the existence and 
ownership of assets, capital stock ledgers, bondholders’ ledger 
balances, deferred charges and many others. 

Extensions. — Extensions pertain to transactions involving 
multiplication, the accuracy of which must be verified. 

Footings. — Footing means the verification of the accuracy 
of subtotals or totals. 

Postings. — Verification of postings means the proving of the 
accuracy of ledger account entries. Postings are verified by trac- 
ing from the ledgers to the journals or from the journals to the 
ledgers. 

Inspection. — “To inspect” (a transitive verb) means to view 
critically or to investigate. Inspecting entries means to view the 
entries without completely verifying them. Frequently a certain 
portion of the total entries is verified and the remainder is in- 
spected. Scanning, comparing, scrutinizing and inspecting may 
be used synonymously; they always represent a departure from 
complete verification. An experienced auditor often secures 
more information from inspection than an inexperienced auditor 
does from complete verification. 

Check md Checking. — Check, as a noun pertaining to 
accounting, means control or supervision in order to secure 
accuracy; as a transitive verb, check means to put a mark against 
an item after verification. The word as a noun is used quite 
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loosely in the field of accounting. However, most auditors use 
it in the sense of accuracy verification. 

Test-Checking or Testing . — ^This means the complete veri- 
fication of part of the items and the verification of the remainder 
by inspection. Testing is common in audits to assure the auditor 
that transactions are in order for the remainder of the year, 
after having verified all transactions for a certain limited period 
of the year. 

Examine. — “T 0 examine’’’’ (a transitive verb) means to inves- 
tigate, to inspect, to test or to test by appropriate method. 

Analyze . — “To analyze” (a transitive verb) means to resolve 
into elements or constituent parts, to separate or discriminate 
the parts of in relation to the whole and to one another. The 
analysis of an account, then, involves breaking down both the 
debit and the credit entries into some systematic classification 
in order to verify accuracy. 

Use of Check Marks 

No client is appreciative of an auditor who defaces his rec- 
ords. The auditor must use tick marks or check marks which 
are small, neat and legible. Each auditor devises his own per- 
sonally preferred check marks and frequently varies them from 
audit to audit unless standard ticks are required by his firm. Each 
auditor has his various check marks meaning that a specific oper- 
ation has been performed in connecuon with the engagement. 
A check mark to the right of an item in a journal might mean that 
the posting is traced to the account, while a different check mark 
might mean that the posting is traced and all documentary evi- 
dences are verified. A check mark below the total of a columnar 
journal might indicate that the footing is verified, and another 
different check mark to the left or right of the column total 
might mean that the footing is verified and the posting traced. 
Extension verification might be indicated by still another check. 
Another check mark might be used for items subject to addi- 
tional verification, analysis, vouching or work in general. Study 
the illustrative audit for various check marks and their uses. In 
times past, some auditors used a rubber stamp with their name 
on it, to mutilate vouchers. The purpose was to show the client 
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in no uncertain terms that the voucher had been examined and 
to prevent representation of the same voucher at a later date, 
thereby probably covering faud. If an auditor places his small 
check marks m a place known only to him, general detection is 
quite unlikely, and if the auditor carefully examines the vouchers 
submitted to him, usually he can detect alterations of dates and 
amounts. 

Verification of Extensions 

The verification of extensions usually is done by the junior 
at the instruction of the senior. Extensions occur in such places 
as invoices and particularly in inventory sheets submitted to the 
auditor by the client. The amount of verification of extensions 
depends upon circumstances in each individual case. The senior 
selects the test periods to be verified within the entire fiscal 
period under audit. For example, the senior might issue instruc- 
tions that all extensions of inventory in excess of $1,000 be veri- 
fied, that all extensions between 1 1,000 and $500 be verified to 
the nearest $10, and that three extensions on each inventory page 
involving totals of less than $500 be verified to the nearest $1.00. 
On the other hand, if the staff of the client had always been 
quite accurate in its computation of inventory, the senior might 
instruct the junior to select any five items on each sheet and 
venfy them to the last cent. As each extension is verified, the 
auditor places his check mark opposite the item. The auditor 
must be certain at all times that the unit price is given in cor- 
rect terms for the unit of measurement or count indicated; 
otherwise, the extension, while correct mathematically, is incor- 
rect in total valuation. 

Verification of Footings 

Footings may result from vertical additions or horizontal 
additions, or both. Footings for all books of original entry and 
for all ledger accounts must be completely verified unless the 
senior decides that certain subperiods are to be selected for com- 
plete footing verification and the remainder tested by inspection. 
When all footings are not verified for the accounting period, the 
first and last months of the period are completely verified, as it 
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is in these two months that discrepancies are likely to occur if 
an employee is dishonest. The amount of footing verification is 
usually dependent upon the system of internal check and the 
accounting system in general. The senior might decide that the 
cash receipts book be footed to the last cent for the entire year; 
that the voucher register be footed to the last cent for the entire 
year and that the distributions be verified for every tenth page; 
that the sales books be footed for six months of the year and 
that the footings for the six months be compared with the sum- 
mary of sales shown in the book; that each inventory sheet with 
a specified total be footed. In any case, there is no certain sub- 
stitute for complete verification of footings. Appropriate check 
marks are used to indicate completion of the footing. 

Before mechanical office equipment came into its present 
prominent position, most auditors frowned upon the use of add- 
ing machines and calculators — they were mechanizing a pro- 
fession. Even today, some auditors are opposed to their use. A 
person who trains himself to add rapidly can do the job faster 
than an adding machine, but there should be no objections to the 
use of such equipment. Adding machines should not be used for 
footing except when the totals do not appear at the foot of indi- 
vidual sheets, when the items are to be used for future checking, 
when items are being added which do not appear in sequence 
on the page, when debits and credits appear in the same column 
or when adding machine tapes or other extremely long lists are 
to be footed. When the client submits adding machine tapes to 
the auditor, the latter should verify the submitted lists by recom- 
putation. After footing a column with an adding machine, the 
auditor must check his tape against the individual items to avoid 
errors. In the verification of footings, it frequently happens that 
the auditor must release the records to a member of the client’s 
staff for the performance of routine work before the footings 
are completed. When such occurs, the auditor makes a notation 
of his temporary stopping place and the totals to that place. 

Verification of Postings 

The auditor selects certain months of the year and traces the 
posting of entries from the books of original entry to the ledger 
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accounts. The senior usually selects the months for which post- 
ings are to be verified, and his choice of months is guided by the 
exigencies of the situation and the amount of detailed verification 
desired by the client. When postings are being verified, the 
entries are traced from the journals to the ledgers; otherwise, all 
the entries in a ledger might possibly have to be traced before 
all the journal entries for a particular month were located. The 
work of verifying postings is facilitated if two people are used. 
One person calls the entries from the journals, and the other per- 
son locates the posting in the ledger, calls the entry back to the 
person with the journal and places the appropriate check mark 
in the ledger to denote verification and completion. A specific 
order of procedure is naturally established in the verification of 
postings. A quite standard order follows: 


Auditor with Journal 

1. Calls the ledger folio. 

2. Names the account. 

3. Calls the date of the transaction. 

4. Indicates a debit or credit. 

5. Calls the amount; places a check 
mark in the journal. 

6. Calls the page of the journal. 


Auditor with Ledger 
Locates the account. 

Verifies the name of the account. 
Verifies the date of the transaction. 
Verifies a debit or credit. 

Verifies the amount; places a check 
mark after the entry. 

Verifies journal page. 


When verifying the postings, the auditor must be certain 
(i) that he fully understands the journal entry, (2) that the 
entry is correct from the standpoint of correct debits and credits, 
C3) that the entry is posted to the proper account, which will 
not be the account indicated in the ledger if an incorrect posting 
is made, (4) that, if subsidiary ledger postings are also required, 
they are made, (5) that a debit is posted as a debit and a credit 
as a credit, (6) that transposition of numbers does not take place. 

Corrections of postings are placed on the audit working 
papers— on the adjusting entries sheet. If the books have been 
closed by the client, adjustments involving small amounts are 
ignored, as the small amounts will have no particular effect upon 
the profits and an adjustment of the Surplus account will result 
in no advantage. Of course, if there are a great many small 
errors, the aggregate will be large, in which case the adjustment 
cannot be ignored. It also sometimes happens that entries appear 
as current when they really belong to the preceding year. Again, 
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if the amounts are small, they may be ignored, as there will be 
no noticeable effect upon current profit or loss. Just where a 
small amount stops and a large amount starts is not known; no 
line of demarcation can easily be established; the good judgment 
of the auditor must be the deciding factor in such cases. In one 
case, the failure to record the prepayment of an expense of I500 
might result in a profit lowered almost to the zero point or 
below it; in another case, the same failure might have no material 
effect upon profits and upon total assets. In a small concern, the 
inclusion of inventory not actually received or recorded as a 
liability might result in a greatly overstated profit, while the 
same inclusion for a large concern might result in an effect so 
negligible that it can be ignored. In connection with making or 
ignoring relatively small corrections, the provisions of the fed- 
eral income tax law and the tax liability resulting therefrom 
must not be forgotten. 

Voucher Examination 

The examination of vouchers should be undertaken in a care- 
ful and systematic manner by the auditor. He must call for and 
have delivered to him at one time all vouchers for the period 
under audit that he expects to use. Voucher examination is a 
necessary phase of an audit, but it is a lengthy process; there- 
fore test periods usually suffice, followed by a rigid scrutiny of 
entries for which voucher examination did not take place. 
Vouchers may be filed numerically or chronologically, or, if 
they are vouchers pertaining to customers and creditors, they 
may be filed alphabetically. The preferred method of filing 
vouchers is in the order in which entries are made in the original 
records. Regardless of the method used to file vouchers, the 
auditor must check each voucher he examines so that the same 
voucher may not be presented twice with an altered date. If 
the client insists that the vouchers be not marked, there is no 
definite assurance against presenting the vouchers again by dis- 
honest employees. After examination, the auditor returns the 
vouchers to the client as they were presented to him. 

The purposes of voucher examination are: (i) to ascertain 
that the voucher is authorized by the proper persons; (2) to 
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ascertain that the voucher is for a proper (though not neces- 
sarily reasonable) expenditure; (3) to ascertain that the amount 
of the voucher is correct, that extensions are correct and that all 
cash and trade discounts and allowances have been taken; (4) to 
ascertain that the voucher is properly journalized. 

It occasionally happens that original vouchers are lost or 
destroyed. If they cannot be located, correspondence, receiving 
room reports, requisitions, purchase orders, etc., may be used as 
substitutes. As the auditor discovers that certain vouchers are 
missing, he prepares a list of them for location or for the loca- 
tion of substitute data. 

The procedure in examining vouchers is for the auditor to 
obtain the names of all persons properly authorized to approve 
vouchers for cash disbursements, purchases, receiving, receipts, 
transfers and distributions. Then, armed with the vouchers, he 
is ready to proceed to the work of vouching entries in the 
(i) general journal, (2) cash receipts books, (3) voucher regis- 
ter and cash disbursements books and (4) sales books. 

It must be remembered that the mere mechanical routine of 
the vouching of transactions is not sufficient to assure the auditor 
that each transaction is fundamentally correct and authorita- 
tively recorded. The evidence may appear to be correct and in 
order, but a knowledge of the operating conditions of the busi- 
ness may show that the evidence in the form of vouchers is 
forged. The system of internal check in force must be investi- 
gated to satisfy the auditor that the voucher for a purchase, for 
instance, constitutes a voucher for the purchase of materials for 
the business and not for one of the employees. In other words, 
the auditor must assure himself not only that the transactions are 
correctly recorded but that the transactions recorded are correct 
business transactions. 

Vouching of General Journal Entries 

Entries in the general journal may be unsupported by vouch- 
ers or supported by a journal voucher,” separately prepared and 
approved for each entry in the journal. A journal voucher usu- 
aUy is a printed form which carries the details for each entry in 
the general journal and which should bear the authorization of 
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the proper officials. Frequently general journal entries do not 
carry adequate explanation and proper authorization. Good 
practice dictates written authority for each general journal en- 
try, with full explanation attached to the entry. If journal 
vouchers are used, the auditor takes them, examines them for 
correct debit and credit elements, examines them for proper 
approvals and compares the journal voucher with the general 
journal entry. If journal vouchers are not used, a well trained 
auditor can detect irregularities by studiously reading the entries 
in the general journal. He must tick all general journal entries 
vouched and distinctively mark the journal voucher if one is 
used. The auditor must watch for and carefully investigate all 
general journal entries which reduce accounts. For example, a 
cheque is received from a customer for the full amount of his 
account; the bookkeeper deposits the cheque but abstracts cash 
from the cash deposit; he then makes a general journal entry 
charging, say. Sales Returns, Sales Allowances or Sales Dis- 
counts, for the amount of the embezzlement. A careful exam- 
ination of the debit to Sales Returns, Sales Allowances or Sales 
Discounts discloses the fraud. Also, a general journal entry might 
be made that fictitiously increases an expense account and fic- 
titiously reduces, say, inventory, in order to cover an ordinary 
theft. When journal vouchers are used, it is customary to attach 
all original vouchers to the journal voucher that are in support 
of the entry in the general journal; if the vouchers are not at- 
tached, they should be called for. If journal vouchers are not 
used, supporting vouchers must be called for and examined. The 
vouchers may be letters from a collection agency or a lawyer, 
board actions recorded in the minute books, contractual agree- 
ments or requests from officials. 

Vouching of Cash Receipts 

In vouching cash receipts, the problem of the auditor is to 
ascertain not only that aU cash receipts recorded have been 
accounted for but that all cash is recorded that is received. Cash 
receipts arise from the making of cash sales and from the collec- 
tion of cash, cheques and notes on account. In vouching cash 
receipts, the auditor obtains the daily report of remittances pre- 
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pared by the person who opens the mail (see Chapter VI, “Inter- 
nal Check and Fraud”) obtains the cash register tapes for 
the period under audit. He traces the cash receipts shown by the 
remittance sheets and the register tapes to the cash book; next, 
he traces the same receipts to the bank pass book. Deposits of 
receipts and remittances should be made daily and intact; that is, 
the cash and cheques should be deposited as they are received. 

Vouching of Cash Disbursements 

The vouching of cash disbursements falls under three natural 
headings; ( i ) vouching of petty cash disbursements, ( 2 ) vouch- 
ing of cash disbursements when a voucher system is in use and 
(3) vouching of cash disbursements when there is no voucher 
system. 

The imprest system of operating petty cash is the best one 
to use, with the preparation of a petty cash voucher for each 
petty cash disbursement. The petty cash voucher should be 
dated, contain an explanation of the expenditure and the amount 
of the expenditure, be signed by the person receiving the money 
and by the person disbursing and be approved by an authorized 
third person. It is not always possible to support petty cash 
vouchers with original invoices, but this should be done when- 
ever possible. The auditor should examine the petty cash vouch- 
ers for selected intervals between reimbursements and trace the 
reimbursement to the voucher register or the cash disbursements 
book. The auditor should try to determine whether the petty 
cash fund is used as a temporary borrowing medium by em- 
ployees; if such a condition exists, the attention of the client 
must be directed to this state of affairs. The auditor must watch 
petty cash funds carefully, as they often are the source of petty, 
but frequent, embezzlements and are also the source of private 
financing. For instance, an employee may borrow from petty 
cash, return his borrowings before the auditor’s visit and borrow 
again after the auditor has fimshed his petty cash section of the 
work. The only possible way in which such condemned opera- 
tions are discoverable is for the auditor to recheck the petty cash 
m a surprise visit or to watch the amount of the reimbursement 
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cheques and if they are of an amount considerably below the 
amount of the fund, to investigate. 

When a voucher system is in operation, the auditor must be 
certain: 

1. To vouch the original invoices against the entries in the 
voucher register. 

2. That the distributions in the voucher register are correct 
and that capital and revenue expenditures are distinguished. 

3. To compare the canceled cheques with the voucher register 
and the cheque register to be sure that correct amounts 
are paid. It is not common to secure receipts for payments 
made by cheque, and a canceled cheque, properly indorsed, 
constitutes the best receipt of payment that can be secured. 

4. That the vouchers are properly approved by the client’s 
authorized staff. 

5. To vouch the debits to accounts payable in the cheque 
register to the accounts payable subsidiary and controlling 
accounts. 

6 . That extensions are correct. 

7. That the merchandise or service bought was received. 

In examining canceled cheques the following must be watched: 

1. The date of the cheque must agree with the cheque register 
date. This is necessary in order to prevent submission of old 
cheques, which might mean that fictitious purchases were 
made and the money stolen, although the name of a regular 
creditor had been used in the voucher register and in the 
cheque register. 

2. The name of the payee must agree with the name in the 
cheque register and in the voucher register. If the name of 
the payee is not the same, an outside associate of an em- 
ployee might be receiving money under false pretenses on 
the basis of false invoices; also it might mean that some 
other creditor has been overpaid. 

3. The amount of the cheque must agree with the amount in 
the cheque register and the amount on the bank statement. 
If the cheque is for less than the register entry, the cashier 
has a bank balance above his book balance and is in a 
position whereby the writing of an unrecorded cheque will 
correct the discrepancy but will result in embezzlement if 
the cheque is written to himself or made payable to a 
fictitious creditor and then the indorsement forged by the 
defaulting cashier. 
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4. Cheqites ?mst be signed by properly authorized perso7Js. 
The auditor must know who are delegated to sign cheques. 
Any other signatures must be called to the attention of the 
client. A bank should not cash cheques bearing unauthor- 
ized signatures. 

5. Bank pe'i'f oration dates must be watched in order to avoid 
resubmission of the cheques. The same reasoning applies 
here as in watching the date of the cheque and the date 
of the cheque register. 

6. Indorsements must he proper. Indorsements must be in 
the name of the payee. Double indorsements must be 
watched, as the first is liable to be forged. 

7. All cheques vmst be accounted for. This is necessary in 
order to prevent the cashing of fraudulent cheques, with 
the subsequent overfooting of the cheque register in order 
to make the book balance agree with the bank. When a 
cheque is spoiled, it should be voided and retained. The 
best manner of voiding a check is to tear off the signature 
space. Cheques from the back of a cheque book should 
not be used, and the new but unused cheque books must 
be guarded. 

8. A.U cheques made out to ‘'Cash'"' 'must be thoroughly hives- 
tigated. There is no real reason for a cheque ever being 
made out to ‘‘Cash,” ‘‘Bearer” or “The Cashier.” However, 
cheques are made out to these nonexistents, and the auditor 
should be particularly careful to see supporting vouchers 
and to be certain that fraud is not being practiced. 

9. Outstanding cheque numbers^ amounts and payees must be 
recorded. These must be investigated when returned by 
the bank in order to see that fraud is not existing. The 
end of an accounting period is a timely moment to attempt 
to cover fraud, as is shown in Chapter VII. 

10. Outstanding cheques must be of the proper total for the 
bank^ reconciliation. If they are not, the cash balance ac- 
cording to the books and according to the bank is out of 
agreement. 

As the^ cheques are investigated, each cheque is marked 
by the auditor, and each entry in the cheque register is marked. 
Then all unmarked entries in the cheque register constitute the 
Items to be used in the bank reconciliation, and the total of 
these must agree with the sum of the cheque stubs for unre- 
turned cheques. 

In all cheque examinations, if there is a lack of supporting 
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vouchers or invoices, the auditor cannot be assured that the 
expenditure is proper and one that is legitimately incurred for 
the business. Busy executives frequently sign cheques as a 
routine matter and are not always sufficiently interested in the 
purpose for which the cheque is being rendered. 

In the vouching of cash disbursements when there is no 
voucher system, in addition to the cheque examinations and the 
cash book examinations noted in the preceding paragraphs, the 
auditor must do additional work owing to the fact that invoices 
may not be recorded in one organized place, which results in 
a looser control over payables. The additional work consists of 
the examination of invoices, and in this examination the auditor 
must be certain that: 

1. The invoices are charged to the proper ledger accounts and 
that capital and revenue expenditures are properly distin- 
guished. 

2. The invoices are on the regular billheads used by the sup- 
plier. 

3. The invoices are prepared in the name of the client. 

4. The dates are correct to avoid duplication. 

5. The invoices are properly approved by the client’s author- 
ized staff. 

6. The merchandise or service was received. 

7. The extensions of the invoices are correct, and 

8. Returns are charged to proper accounts. 

Vouching of Sales 

When the auditor has selected the period of test for the 
vouching of entries in the sales records, he must vouch the in- 
voices into the sales records and from there into the subsidiary 
accounts receivable records. Credit memos are likewise traced. 
In connection with sales vouching, the auditor must see that: 

1. Sales made at the end of the period are not included in 
inventory. This is determined by an examination of ship- 
ping records. 

2. Sales returns and allowances are properly recorded. 

3. Sales record entries are supported by customers’ orders, cash 
register tapes, sales slips. 
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4. Sales record entries are supported by copies of recorded 
invoices. 

5. Customers are genuine, in order to avoid inventory misap- 
propriation. 

6. The money from all sales is recorded as received. 

7. The sales records are promptly closed at the end of the 
period. 

8. Ail orders received are filled; if they are not, income is 
being lost. 

9. The customers are charged with transportation costs when 
shipment is made under such an agreement. 


THE WOOD COMPANY 
Delivery Equipment {A47) 


December 31, 193A 



Date 

Voucher 

Amount 


Balance, January 1, 193A 

Additions (193A): 

One international Truck, 628,341 
OneG. M C Truck, 1,246,934 

One Ford Truck, 365,482 

Jan 5, 193 A 
June 1, 193A 
Dec 1,1 93 A 

5,41 1 45 
5,957 82 
8,304 81 

$3,400 00 
4,100 00 
1,300 00 

$46,000 00 

8,800 00 

Total Additions 







$54,800 00 

Deductions (193 A): 

One Mack Truck, 2468, sold for 
$100 00 

Book Balance, December 31, 193 A 
Adjustments 

Less: Mack Truck sold June 30 
Cost new $3,000 00, fully depre- 
ciated (Adj 35) 

June30, 193A 



100.00 



$54,700 00 

2,900 00 

Adjusted Balance, December 31, 
193A(8) 


! 


$51,800 00 

Adjustment 35 (tX) 

Reserve for Depreciation of Delivery 
Equipment 

Delivery Equipment 

Extraneous Profit and Loss 

To adjust the accounts arising 
from the disposal of Mack Truck 
No 2468, June 30, 193A The 
truck was 8 years old and fully 
depreciated See Reserve for De- 
preciation (8L) and Extraneous 
Profit and Loss(21A) 

3,000 00 

i 

2,900 00 
100 00 

1 

(BS) 

Examined all invoices 

Examined all vouchers 

Traced the $100.00 sale to the cash 
records 




E. F H 


Form 8 — -Analysis of Delivery Equipment Account 


The big problem in connection with sales, both cash and 
credit, is to be sure that all income is received by the business. 
If sales are made on the basis of orders received, shipping records 
usually are available so that the auditor may compare these 
records with entries in the sales books. If sales slips are used, as 
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in the case of department stores, these are available for compari- 
son. Other stores do not always use sales slips but simply use 
cash registers; in such cases, register tapes giving daily totals are 
available for examination and comparison. In the latter case, it 
is often difficult to detect unrung sales unless the defalcations 
are large and a good system of inventory control is in operation. 


THE TRATE COMPANY (isD 

Surplus (N W 301) 

December 31, 193A 







Balance, January 1, 193 A 

Deductions (193A): 

March 31 Preferred Dividend Payable 

March 31 Common Dividend Payable 

June 30 Preferred Dividend Payable 

June 30 Common Dividend Payable 

September 30 Preferred Dividend 
Payable 

September 30 Common Dividend 
Payable 

December 28 Preferred Dividend 
Payable 

December 28 Common Dividend 
Payable 

December 31 Reserve for Contin- 
gencies 

December 31 Loss for year 

Total Deductions 



$ 25.000 00 
50,000 00 

25.000 00 

50.000 00 

25.000 00 

50.000 00 

25.000 00 

50.000 00 

100,000 00 
341,320 00 

$1,241,324 00 




741,320 00 

Additions 

January 10. Bond Issue liquidated 
and Reserve for Sinking Fund trans- 
ferred to Surplus 

Total Additions 



$300,000 00 

$ 500,004 00 




300,000 00 

Book Balance, December 31, 193 A 
Adjustments: 

Profit correction for 193 A 

Accrued taxes overestimated when 
property tax computations were 
made See (Adj lOl) 

Adjustment Additions 

Adjusted Balance, December 31, 193 A 

- 


$ 8,000 00 

1,006 00 

$ 800,004 00 




9,006 00 




$ 809,010 00 

Adj 101 (42) 

Accrued Taxes, Payable 

Surplus 

To correct overaccural of taxes 
for 1936 

See Working Trial Balance for profit 
Adjustment of $8,000 00 

$1,006 00 

51,006 OC 


(BS) 

E. F H 


Form 9 — ^Analysis of Surplus 


Analysis of an Account 

In most audits, and always in balance sheet audits, the auditor 
analyzes certain accounts and vouches the entries appearing in 
the accounts back to the books of original entry. The purpose 
in analyzing an account is to prove the correctness and propriety 
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of the entries made in the account during the year under audit 
and to determine the correctness of the balance of the account 
at the balance sheet date. In analyzing an account, it is tran- 
scribed from the ledger to the working papers with all detailed 
explanations, and the account entries are vouched to the books 

THE METAL CORPORATION 
Advertising Expense (347) 

December 31, 193A 


Samples Given to salesmen in order 
to supply prospects with samples 
Window Cases. Cases are expensed 
at once because of short life 
Direct Mail 

Newspapers. All local dailies 
Advertising Salaries 
Contests Radio and mail contests 
held as interest stimulators 
Telephone and Telegraph 
Miscellaneous 
Total per general ledger 
Less: Telephone and Telegraph trans- 
ferred to General Office Expense 
(Adj XX) 

Adjusted ledger balance 
Adj XX {3G) 


? 2,000 00 

1 .000 00 

1.500 00 
5,000 00 

1 1 ,000 00 

3,000 00 
500 00 

2.500 00 
$ 26,500 00 


500 00 


$ 26,000 00 


General Office Expense 
Advertising Expense 

To correct telephone and tele- 
graph costs charged to advertising 
in error. 


$500 00 


$500 00 


Examined all authorizations and vouch- 
ers for expenditures. 

Checked two months (January and 
August) advertising in papers to see 
if share paid for equalled space in 
papers. 


Form 10 — Analysis of Advertising Expense 


of original entry. If errors in the account are discovered, the 
analysis proceeds as if no errors were made, and the auditor 
works toward the final balance shown on the books of the 
client. Then the auditor adjusts the ledger balance as shown 
on his work sheet to conform to correct conditions by listing 
all errors in an appropriate column on the schedule and prepar- 
ing an adjusting entry made for totals of errors of the same 
type. He does not adjust the client’s books, but at the comple- 
tion of his audit he turns the adjustments over to the clientf If 
corrections are necessary, then the statements prepared by the 
client will differ from those of the auditor. As the auditor is 
analyzing the account, he must give explanations of additions to 




The Original Records 


91 


and deductions from the account in full, so that he may always 
have full reference to changes in the account. Each auditor de- 
velops his own personal tastes into the form of his analyses, but 
he must always remember that the purpose of an account analy- 
sis determines the form that the analysis shall take. In making 
an analysis, some auditors prefer to follow the order of dates; 
others prefer to group similar transactions, and still others prefer 
to work back to the balance at the beginning of the year. When 
corrections of accounts are given the client, and if the client 
has closed his books, as he probably has, the corrections are 
necessarily made after the end of the fiscal period. As this means 
that the client’s ledger balances are out of agreement with the 
adjusted amounts of the auditor on a subsequent audit, the ac- 
counts and the prior year’s audit report must be reconciled. 
This IS accomplished by picking up the client’s figures in his 
analyses and entering his own adjustments and thereby recon- 
ciling his second year’s beginning balance to his adjusted bal- 
ance at the end of the first year. If the client has not closed his 
books and picks up the auditor’s adjustments before closing, the 
book balances will automatically agree with those of the auditor. 

A few account analyses are shown in Form 8, page 88, 
Form 9, page 89, and Form 10, page 90. Additional account 
analyses are shown in the illustrative audit following the text. 

QUESTIONS AND PROBLEMS 

1. Upon what factors does the amount of detailed work in each 
audit depend^ 

2. In connection with what records do the mechanical features of 
auditing deal.^ 

3. What do you understand a voucher to be? 

4. Wliat is vouching? 

5. What is meant by verification of {a) extensions, {b) footings, 
{c) postings^ 

6. What is meant by test-checking? 

7. Design for yourself a satisfactory system of ticks or check 
marks for extensions, footings and postings. 

8. Outline a plan which you might follow in verifying postings 
when you are on an audit. 

9. Of what six things must an auditor be certain when verifying 
postings? 



92 


Auditing 


10. What are the purposes of examining vouchers^ 

11. If a transaction can be vouched through all of its phases, is it 
necessarily correct^ Give reasons for your answer. 

12. What are the points of importance in vouching entries in the 

general iournaP ^ i ^ 

13. What are the points of importance in vouching cash receipts 

14. What are the points of importance in vouching cash disburse- 
ments^ , ... 

15. What are the points of importance in vouching entries m the 

sales books? 

16. When a voucher system is in operation, what points of impor- 
tance must the auditor cover^ 

17. How are petty cash disbursements vouched^ 

18. List the things .you would watch for in examining canceled 
cheques. 

19. If there is no voucher system in operation, what points of im- 
portance must the auditor cover in connection with the vouch- 
ing of disbursements? 

20. List the steps in a complete plan for the vouching of sales. 

21. What do you understand by the ‘‘analysis” of an account^ 
Draw up two different analyses for an account of your own 
selection. 

22. In examining a voucher register, you fail to find 20 vouchers 
in support of entries and cheque payments, all of which appear 
to be regular. What would you do in such a situation^ 

23. You, as auditor, are not permitted to stamp or mark in any 
manner the vouchers you have examined. What suggestions 
have you for the elimination of all chances for duplicate presen- 
tation of these vouchers? 

24. In making a balance sheet audit, it is decided to verify, in 
detail, all transactions for December. Would your examination 
extend into any other months for any of the journals used, 
even if all transactions for December were in order^ 

25. In question 24, assume that many errors were discovered in 
December’s records. What would you do? 

26. Cheques, sales invoices and purchase invoices are commonly 
accepted in support of book entries. What other papers are 
acceptable? 

27. You are instructed to audit the cheque record for the audit 
period. A voucher system is in operation, and all cheques are 
sequentially numbered. State exactly what you will do and 
give reasons for each step. 

28. An auditor does not qualify his certificate, and he states that 
in his opinion the balance sheet and profit and loss statement 
are correct. At the same time, he did not verify all of the 
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entries for the audit period. Is there any justification for 
his certificate? 

29. A sales journal contains one column for details and one for 
weekly summaries of sales. The auditor foots the weekly sum- 
maries and assumes that everything is correct. Is his procedure 
correct? 

30. A cash register tape shows sales for the day of $1,001. The 
cash count is $1,000. Give the journal entry to record the sales. 

31. The bank balance at the beginning of the period is $10,000; 
cash receipts for the period are $26,000 and are so recorded; 
however, only $24,000 is deposited in the bank; cash disburse- 
ments for the period are $21,000; according to the cashier, the 
cash balance is $10,000 at the end of the period; the bank 
statement shows $13,000 at the end of the period; according 
to the cashier the outstanding cheques at the end of the period 
are $5,000. What is wrong? 



Chapter VI 

INTERNAL CHECK AND FRAUD 
Internal Check 

A system of internal check is one wherein the accounting 
work of one employee is verified by another employee, each 
operating independently and not duplicating the work of the 
other but rather bringing the work to its logical conclusion. 
Different persons arrive at the same results and thereby prove 
the correctness of the accounting data and prevent fraud. In a 
system of internal check, the accounting and financial work are 
so minutely subdivided that no one person has complete control 
of the recording of cash receipts, cash disbursements, pay rolls, 
purchases, expenses or sales. The auditor should always deter- 
mine whether or not the system of internal check in force is 
effective in its results, that is, whether or not it results in the 
prevention of fraud and at the same time is conducive to good 
business operation. A system of internal check is not difficult 
of operation; it saves the auditor much time in making his audit 
and assures him of the relative honesty of transactions. It is 
simply an integral part of any well managed business. Of 
course, if collusion exists between two or more dishonest em- 
ployees, the system of internal check can often be manipulated. 

Error Classification 

All accounting errors are intentional or unintentional in their 
origin and may result in errors of principle, omission or com- 
mission. The intentional error of principle, omission or commis- 
sion arises from a studied or deliberate planning, usually carried 
on by a dishonest employee. The intentional error may become 
the basis of legal action against the dishonest person. The unin- 
tentional error of principle, omission or commission is simply a 
mistake which arises from carelessness or a lack of sufficient 
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accounting knowledge. An error of principle is an incorrect 
technical application of accounting principles and results in in- 
correct accounts and statements. An error of omission is the 
failure to make an accounting entry and also results in incorrect 
accounts and statements. This type of error is difficult of pre- 
vention and detection, as no entry exists for vouching or for 
inspection. Detection of errors of omission is accomplished 
largely by tracing original vouchers and records. An error of 
commission usually is the result of carelessness or deliberation 
which results in incorrect accounts and statements. 

Miscellaneous Legal Considerations 

In order properly to understand the requirements for an ade- 
quate system of internal check, the auditor is obhged to have a 
clear conception of certain legal terminology. 

Crime . — ^A crime is made of up (i) criminal intention and 
(2) the criminal act. The intention and the act must occur 
together, as the intention without the act or the act without the 
intention does not constitute a crime. A crime is the omission 
of an act or the commission of an act which is forbidden by 
the state and which affects the rights of the public. It is punish- 
able by the state. A tort is a wrong in which the omission or 
commission of an act affects the rights of an individual and 
therefore affects organized society. Consequently an act or its 
omission may be both a tort and a crime. 

There are three classes of crimes: (i) treason, (2) felony 
and (3) misdemeanor. A felony is a crime punishable by peni- 
tentiary confinement and possible fine. A misdemeanor is a 
crime of less severe nature punishable by a jail sentence or fine, 
or both. 

Fraud . — ^Fraud is deceitfulness or trickery. As applied to 
accounting, fraud constitutes any act or omission to act of a 
deceitful and therefore dishonest nature, or negligence so gross 
as to constitute fraud, the result of which is to take property 
from its rightful owner without the permission or knowledge 
of the owner. Fraud may constitute a felony or a misdemeanor. 
Also as applied to accounting work in general and to internal 
check in particular, the prevention of fraud through proper 
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internal check is much more desirable than the detection of 
fraud. “Defalcation” and “misappropriation” are terms com- 
monly and popularly used to designate fraud, but legally there 
are no such acts. 

Larceny . — ^Larceny is a felonious crime in which the per- 
sonal property of another person is fraudulently taken away. 
In larceny, there must be trespass, not necessarily into the own- 
er’s property but of that particular part of the owner’s property 
stolen. The trespass must be without consent or authority. 
Criminal intent is necessary, as the accidental misplacing of in- 
ventory by an employee does not constitute larceny. The prop- 
erty must be removed from its normal or regular abode; that is, 
there must be asportation. In larceny, the property must have 
an owner (as most property does), but the offending persons 
need not necessarily recognize this fact. 

Einbezzlement . — ^In embezzlement there need be no trespass, 
and the property taken need not be removed from its regular 
abode. In no state is embezzlement punishable at common law, 
but only by statutory law. 

We see, then, that fraud may constitute embezzlement or 
larceny, or both, and may be a misdemeanor or a felony and 
is always a crime or a tort, and legal action may originate by 
the state or its subdivisions or by an injured person. 

Reasons for Fraud 

The best way to control fraud is by putting the act beyond 
the reach of everyone by a good system of internal check and 
by a regular audit by a professional auditor. The first reason 
for fraud is to cover larceny or embezzlement. The larceny or 
embezzlement may take the form of thefts of cash, securities 
or merchandise. Fraud is the deceitfulness used to cover the 
tracks of the thief. The second reason for fraud is to give utter- 
ance to a false position, particularly those positions of condition 
and operation which will have the effect of misleading stock- 
holders, creditors or other partners of a firm. A system of 
internal check is not necessarily effective in preventing or elim- 
inating fraud arising from the second reason. Honest manage- 
ment and capable auditors constitute the best preventive in this 
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case. We shall now see the forms taken by fraud and the meth- 
ods used in the operation of these two classes of fraud. 

Forms of Fraud 

The auditor has as his first interest the prevention and detec- 
tion of fraud of the first type — the committing of larceny or 
embezzlement. In order to control fraud, it is necessary to be 
familiar with the forms it takes and the methods used by the 
embezzler and the larcener. In discussing the forms fraud takes, 
no attempt is made to discuss fully the remedies. The section of 
this chapter on ‘Installation of a System of Internal Check” 
cares for the remedial phase. The common forms of fraud are: 
(i) the theft of merchandise; (2) the theft of securities; (3) 
shipments of merchandise to fictitious customers; (4) the failure 
to account for cash receipts, and (5) the execution of fraudu- 
lent disbursements. 

1. Merchandise thefts occasionally go on for a long period 
without detection, especially if the inventory control system is 
not good and if the thefts are small. The checking in and out 
of all parcels carried by employees discourages this mode of 
operation. 

2. Security thefts are sometimes not discovered until long 
after the act occurs. The theft of registered bonds and stocks 
requires forgery in order to liquidate. Safety deposit vaults are 
a good safeguard. Securities should not be kept permanently 
on the owner’s premises. 

3. Shipment of merchandise to fictitious customers is accom- 
plished by the execution of false orders and the picking up of 
the merchandise at the quarters of a confederate or at the ficti- 
tious address. 

4. In the failure to account for cash receipts, a variety of 
methods is used. The method used by the perpetrator of fraud 
probably is one of the following: 

(a) The theft of cash from sales without the sales being 
rung on a cash register or being entered on a sales invoice. This 
type of theft occurs immediately after a cash sale is made and 
is difficult to trace. In some instances, only a part of the total 
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sale is rung on the register or entered on a sales slip, and the 
difference is pocketed immediately or when the opportunity is 
propitious. Cash may be taken and never recorded when it is 
received from such sources as income from investments in the 
form of coupons or cheques, interest on notes receivable and the 
sale of capital assets. (See the section on “Sales of Merchandise 
and Assets.”) 

{b) The abstraction of cash and the entry of the correct 
amount of cash from cash sales or accounts receivable, followed 
by the underfooting of the total cash debits in the cash receipts 
book so that the cash ledger balance agrees with the bank pass 
book balance. A variation of this is to bring a cash debit column 
total forward at a lower figure than the correct total. If 
cheques received from customers are abstracted, forgery is prac- 
ticed in order to convert the cheques into cash. Some credit 
column (preferably other than accounts receivable," as this 
distorts the balance of the control and the subsidiary accounts 
receivable) in the cash receipts book is also underfooted and 
incorrectly posted in order to bring about an equihbrium of 
debits and credits. Verification of footings brings this form of 
fraud to light. (See the section on “Receipt of Cash.”) 

{c) The overstating of sales discounts or other discounts 
allowed a customer. The difference between the correct dis- 
count and the recorded overstated discount is pocketed by the 
abstracter. This method is best operated when cash is available, 
as a large amount of manipulation and forgery is necessary if 
discounts are overstated and a cheque is stolen, an indorsement 
forged and then cashed. Most concerns do receive cash as a 
part of their receipts; therefore the method is simple of opera- 
tion and detection is avoided unless the auditor carefully checks 
discounts into the cash receipts book and compares duplicate 
deposit slips with the cheques recorded in the cash receipts book. 
(See the section on “Receipt of Cash.”) 

(ff) Debiting some account other than Cash when money 
is received from a customer. Expense accounts are a favorite 
as they are least subject to complete verification and the cus- 
tomer receives proper credit in his account. Original book entry 
for this type of transaction may occur in one of several places, 
depending upon the accounting system in operation. The au- 
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ditor must watch for all possible sources of origin, such as the 
general journal, the cash receipts book if it contains a “Mis- 
cellaneous Credit” column, and the sales returns and allowances 
journal. The auditor may find: a general journal entry charg- 
ing Bad Debts or the Reserve for Bad Debts and crediting 
Accounts Receivable; a purported correcting entry charging one 
customer (fictitious) and crediting a real customer, or a debit 
to Deferred Supplies, Sales Returns or Sales Allowances, and 
so on. 

(e) Writing off good accounts as uncollectible and not re- 
cording the receipt of cash when the customer remits. A varia- 
tion of this is the stealing of cash from the later liquidation of 
an account thought actually to be bad. (See the section on 
“Receipt of Cash.”) 

(f) By setting up a fictitious customer account in the rec- 
ords and charging to the account sales to a legitimate customer. 
Collection from the legitimate customer will never be recorded, 
as he has no account receivable on the books. Later, the ficti- 
tious account is charged to bad debts. Confirmation of accounts 
receivable is an aid in detecting this form of fraud; comparison 
of cash book explanations to the posted accounts also helps. 
(See the section on “Receipt of Cash.”) 

(g) Undercharging customers on the books and, when the 
customer remits, pocketing the difference between the amount 
charged and the amount paid by the customer. Securing con- 
firmations of accounts receivable is an aid, as is also the com- 
parison of duplicate bank deposit slips with the cash books. 
(See the section on “Receipt of Cash.”) 

(h) By lapping. Lapping is the withholding of current 
cash receipts without making an entry in the books. Then, when 
another receipt is received, the first entry is made and the later 
receipt ignored. Customer A might remit fio.oo. The cashier 
or bookkeeper pockets the money; a few days later. Customer B 
remits, say, $15.00. Customer A is credited for $10.00 and B 
for $5.00, leaving the shortage at $10.00. A few days after this. 
Customer C remits $40.00; B is credited with $10.00 and C may 
not be credited at all, leaving a shortage of $40.00. This can go 
on indefinitely, or until the defaulter is discovered or makes 
good his shortages. A proper system of internal check is a 
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safeguard, as we shall see shortly. This method is another favor- 
ite with the dishonest employee. 

(/) Cashing returned and unclaimed dividend cheques by 
forging indorsements. Some dividend cheques are sent by regis- 
tered mail, if this is the case, someone other than the book- 
keeper or cashier should check the returned mail. 

5. The embezzlement of cash receipts may take many other 
forms, but in principle of operation they are the same as those 
given here; the circumstances of any one case alter the specific 
method of manipulation. 

In the execution of fraudulent disbursements, a variety of 
methods also is available. Some of them follow. 

{a) The theft of money from petty cash. Petty cash vouch- 
ers with forged approvals, illegitimately prepared vouchers with 
correct approvals and old vouchers with altered dates are placed 
in the petty cash drawer for the amount stolen. The auditor 
should secretly mark petty cash vouchers as an aid in detection 
of this type of fraud and should divorce control of the unused 
petty cash vouchers from the petty cashier. 

{b) Forging cheques, cashing them and destroying them 
when returned by the bank. The cashier should not be given 
access to returned cheques, and all cheques must be accounted 
for by the auditor. This form of fraud is practiced most suc- 
cessfully if a cheque book is secured. 

{c) Raising the amounts of canceled cheques returned by 
the bank. Original record entries may be altered afterward, or 
they may be incorrectly stated before the cheque is prepared, 
for an amount in excess of the cheque mailed to the creditor. 
The fraudulent practitioner then abstracts the amount of casli 
representing the difference between the entry and the cheque. 
The cashier should not have access to returned cheques, and all 
cheques must be examined for alterations. It is virtually impos- 
sible to detect certain raised cheques, so expert are the cheque- 
raisers, even in the face of good protective cheque-writino' 
machines. ^ 

(d) Altering the date on a paid voucher and presenting it 
again for payment. This usually means that the original voucher 
was to a fictitious creditor, that the voucher and the cheque 
will not agree as to creditor or that forgery is practiced. The 
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officials signing the cheques should compare them with the 
vouchers and should deface or mutilate the voucher so that it 
cannot possibly be presented again. The date of payment should 
be ineradicably placed upon the voucher. 

{e) Preparing false vouchers for fictitious expenses and pur- 
chases, making false entries in the books of original entry and 
preparing a cheque for the false payment. The vouchers and 
cheques are prepared in favor of fictitious creditors, and an ac- 
complice accepts them or forgery is practiced by the regular 
employee. Officials approving vouchers should know as much 
as possible about the creditors, and if possible the auditor should 
also have a knowledge of them and must watch indorsements. 

(f) Kiting of cheques. Kiting occurs when a cheque on 
one bank (A) is deposited in another bank (B) and the amount 
of the cheque is not shown as a deduction from the balance in 
Bank A. This always occurs near the end of the accounting 
period. No book entry is made, but the cheque deposited in 
Bank B covers the cash shortage and has the effect of increasing 
the cash in banks on the books at the end of the period, as the 
cheque has not cleared against Bank A. Kiting is practiced to 
cover the theft of cash and sometimes to pad a cash position. 
If it is practiced to pad the cash position, a false credit entry 
is made to income to equal the debit to cash. The cheque- 
signing officials should be extremely carefuly of all cheques 
signed toward the end of the accounting period. Good control 
of cash makes kiting impossible, unless forgery can be practiced. 
Kiting may be practiced with one bank alone or with many. 
The composition of cash deposits at the end of an accounting 
period must be carefully watched, and returned canceled 
cheques for the first part of the next accounting period must be 
investigated. 

(g) Omitting purchase returns and allowances, thereby 
overstating the net purchases. Cash to the amount of the return 
is abstracted, or two cheques are presented for approval at dif- 
ferent times, one for the correct net purchase and the other for 
the return. The latter will bear forged indorsements. The prep- 
aration of vouchers must not be in the hands of the disburser of 
cheques, if this opportunity for fraud is to be closed. 

{h) Purchase discounts may be understated, underfooted 
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or apparently nor taken and the amount of the discount ab- 
stracted from cash. The auditor must compare purchase invoice 
terms with the cheque register entries and the cheques and must 
verify footings. 

(i) Overfooting the cash credit column of the cash dis- 
bursements book in order to cover a straight cash theft. Some 
other column must also be overfooted. This method is more in 
the nature of a failure to account for cash receipts but is prac- 
ticed through the medium of the disbursements records. 

(;) Manipulation of pay rolls. This is a fertile field for the 
criminally inclined. Fraud may be perpetrated through this 
source by; (/) padding the earnings of employees; (2) over- 
footing the pay roll sheets; (5) padding the pay roll with ficti- 
tious employees; {^) leaving ex-employees on the pay roll; 
(j-) keeping unclaimed wages, and (if) failing to record deduc- 
tions from employees’ wages. There are a multitude of other 
possibilities, but all are variations of the six mentioned. 

In addition to the foregoing methods that fraud may take 
by manipulation of cash disbursements, there are many others. 
Clever criminals constantly are at work devising new schemes 
to defraud employers and others. The auditor must be on guard 
at all times in order to frustrate criminal practices. There is no 
accounting system in existence which cannot be manipulated by 
someone either working alone or in collusion with another per- 
son. The auditor and the employer both are more interested 
in preventing fraud than in tracing it after it has happened. The 
prevention of any crime is much better than loss and subsequent 
prosecution and punishment of the criminal. A criminal intent 
is often forgotten if the temptation leading to its execution is 
placed beyond all reasonable reach. In any business, then, there 
should be in operation a system of internal check which is effi- 
cient in its prevention of fraud, in its detection of fraud and in 
its good sound business procedure. The forms that fraud takes 
and the methods used, discussed in the preceding sections of this 
chapter, must have barriers established against them when a sys- 
tem of internal check is installed. In the following discussion 
of the installation of such a system, the reader will see that most 
of these forms are prevented. Certain methods of executing 
fraud cannot be prevented completely and surely by an internal 
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checking system; in these cases the auditor must be fully cog- 
nizant of the possibilities and conduct his work so that the client 
is protected. 

Installation of a System of Internal Check 

This text, being one on auditing in general, will not attempt 
a full discussion and demonstration of the procedure involved 
in the installation of a system of internal check under all pos- 
sible operating conditions. The general procedures and the 
common safeguards which will fit the conditions of an ordinary 
and commonly found business organization are described. From 
the standpoint of internal check, business transactions fall into 
the following classes: (i) purchasing of materials, supplies, 
assets, services; (2) sales of products, assets; (3) receipt of cash; 
(4) disbursement of cash, and (5) disbursement or requisition- 
ing materials from storerooms. 

Purchasmg . — ^The purchasing department of every business 
should have exclusive power to buy all raw materials, supplies 
and assets required by the business. The purchases of service 
such as labor originate in and are taken care of by the employ- 
ment or personnel department. The purchase of legal services, 
of auditing services and of certain other specialized services and 
frequently the purchase of fixed assets are usually powers 
granted major executive officers or are vested only in the board 
of directors. All routine purchases made by the purchasing 
department should bear the approval of a treasurer, comptroller 
or president. In small businesses, where a purchasing department 
cannot be maintained, one person in the organization should 
have exclusive power to make all purchases, and his purchases 
should receive the approval of another person. 

Each purchase made by a business involves: ( r ) the request 
for an article or for material, arising in some department of the 
business; (2) the placing of the order with a vendor; (3) the 
receipt of the goods or services and (4) the approval of the 
invoice. 

The department needing supplies, or the storekeeper, sends 
a written requisition to the purchasing department, designating 
the articles needed and giving full specifications and details. 
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The requisition for a purchase is approved by the properl)" 
designated departmental or other official. This requisition is 
prepared in duplicate, the original being sent to the purchasing 
department and the duplicate being retained in the place of 
origin. The purchase requisition sets the purchasing department 
into operation for the purchase. 

The purchasing department asks for and receives bids for 
the article requisitioned. If the bids are competitive, they are 
retained by the purchasing department and the order is placed 
in conformity with the policy of the company as to such things 
as quality, quantity, price, packing, shipping, and so on. A pur- 
chase order is issued, the original sent to the vendor, the dupli- 
cate sent to the requisitioning department, the triplicate sent to 
the receiving department, the quadruplicate sent to the account- 
ing or treasury department, the quintuplicate sent to the store- 
keeper and the sextuplicate kept by the purchasing department 
and filed in an “Orders Placed” file. Some companies issue more 
than six copies and some fewer, depending upon local circum- 
stances. The copy to the requisitioning department serves as 
notice that the request is honored. In many concerns, the copy 
sent to the receiving department contains no prices, or no quan- 
ties or prices; this forces the receiving department to count and 
inspect received goods. The copy to the accounting department 
is useful as it puts that department on notice concerning future 
payments. The storekeeper’s copy advises him of the fact that 
space must be provided for material. The purchasing depart- 
ment, when fihng the purchase order, should attach the pur- 
chase request. If a purchase order is canceled by the company 
or if refused by the supplier, all purchase order copies should 
be recalled and filed, as all purchase orders should be numbered 
and accounted for. 

W’hen the purchase is received by the receiving department, 
the goods are counted or weighed and inspected for quahty and 
specification. Inspection or counting, or both, should be in the 
hands of some person other than the receiving clerk, so that the 
receiving clerk and the purchasing agent may not enter into 
collusion. The receiving department prepares its “Receiving 
Report, in quadruplicate at least, one copy going to the pur- 
chasing department, one to the storekeeper, one to the account- 
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iiig department to be attached to the vendor’s invoice, and one 
being attached to the receiving department’s copy of the pur- 
chase order and filed. The receiving department should be 
permitted to accept nothing received unless a purchase order is 
on hand; it should always secure a receipt from the storekeeper 
in whose charge the purchase is placed or from the department 
to which the goods are directly dehvered. 

In some cases, invoices arrive before merchandise, in other 
cases invoices arrive after merchandise, and in some cases the 
two arrive simultaneously. No invoice should be approved until 
the goods have been inspected, counted and approved. Invoices 
go to the purchasing department first, where they are stamped 
with the purchase order number, date of receipt and verifica- 
tion of receipt. After the receiving report is received by the 
purchasing department, the purchase order and receiving report 
are removed from the “Orders Placed” file and are transferred 
to the “Orders Filled” file. The purcKasmg department approves 
the invoice and forwards it to the accounting department, pref- 
erably with a copy of the receiving report. The accounting 
department compares the invoice with its copy of the purchase 
order, checks extensions and footings, and the invoice is ready 
for payment. A voucher is prepared and is filed in the “Vouch- 
ers Payable” file according to terms of payment. At payment, 

the invoice is stamped “Paid, Date and the invoice and 

the accounting department’s copy of the purchase order are 
filed away. As we shall see, all invoices and vouchers must be 
approved by the proper disbursing officer. 

Pay Roll . — Pay roll procedure naturally involves the dis- 
bursement of cash; therefore a discussion of pay roll procedure 
could be placed here in connection with purchases or in con- 
nection with cash disbursements. It is placed here, and the reader 
must carefully read and also tie in the cash disbursements sec- 
tion. Pay roll procedure involves (i) hiring the employee; (2) 
keeping time on the employee for time worked and not worked; 
(3) computing the pay roll; (4) paying the employee. See 
paragraph (j), under fraudulent disbursements, for possible 
methods of manipulating the pay roll. As mentioned earlier, pay 
roll manipulation is easily accomplished by one person alone if 
safeguards are not proper. Even with proper safeguards, the 
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collusion of two or more employees makes fraud easy. In addi- 
tion, there are some cases in which all known safeguards are not 
complete assurance against pay roll fraud. As far as internal 
safety is concerned, it is almost immaterial whether the payment 
is made by cheque or by cash. Wage payment by cheque is 
preferable, however, because with payment by cash: (i) Un- 
claimed wages are more easily appropriated by improper parties, 
as forgery is not necessary as in the case of cheques unless em- 
ployees must sign a receipt, which is not required in many fac- 
tories. (2) Pay roll robbery is easier. (3) It is easier to hold 
out amounts which have been refunded from overpayments or 
for the paymaster to deduct amounts from an envelope which 
he has overpaid and change the envelope to indicate the smaller 
amount. The receipt from the employee may then be raised by 
the paymaster to the figure appearing in the pay roll register. 
(4) It is easier to divert funds by padding the pay roll. 

In estabhshing proper internal check over pay rolls, the 
duties of everyone involved in the hiring, time-keeping, pay roll 
computation and paying the employees must be separated as 
much as possible, so that the various persons charged with the 
performance of these duties verify the work of each other. 

In hiring an employee, the duty should be allocated to the 
personnel department as the result of a written request from an 
operating department. The personnel department keeps a record 
of all active employees, their departments, rates of pay, changes 
in rates, and so on. Notification is received by the personnel 
department when an employee leaves the company, either volun- 
tarily or by dismissal. The active employment file of the per- 
sonnel department constitutes a record of the personnel of the 
employees and their rates of pay. The records are not made 
available to the pay roll clerk, the cashier or the paymaster. 

In keeping time on the employee, a punch-clock system is 
best, but the punching of the cards must be supervised to see 
that the cards of absentees are not punched by fellow workers 
or by time clerks and foremen. The foremen should turn in 
daily reports of the time worked by each man. These reports 
are checked to the time cards by the pay roll clerks. If punch 
cards are not used, someone is charged with the duty of report- 
ing absences and time off for which payment is not made. At 
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the end of each day, time cards, absentee reports and late reports 
are inspected and recorded on a master time summary sheet or 
directly on the record which will be the pay roll sheet. This is 
done by someone who will have nothing to do with the final 
pay roll computation and the paying of the employees. 

The pay roll sheets, representing in detail and in summary 
the time worked, time lost and amount to be paid each em- 
ployee, are prepared by some person not connected with making 
up the pay roll or paying off the employees but by some em- 
ployee of the personnel department. When the pay roll sheets 
are prepared, they are verified against the employment records 
and the time cards or other original data. An employee of the 
accounting department then checks the pay roll sheets again and, 
in addition, verifies all extensions and footings. Still another em- 
ployee of the accounting department draws a pay roll voucher 
or prepares the pay roll cheques. The total of the cheques or 
the total cash drawn is again verified against the pay roll sheets. 
The pay envelopes are made up and sealed, with the cash being 
counted and recounted again by another person before being 
placed in the envelopes. If employees are paid by cheque, it is 
advisable to maintain a separate Pay Roll account at the bank 
and to reimburse this account each pay period with the correct 
amount of the pay roll. 

The paymaster, not a member of the accounting department 
and not the person who originally computes the pay roll, pays 
the employees. The work of the paymaster is checked by an 
accompanying employee. Each employee is identified as he is 
paid and signs a receipt that he has received a certain sum. Later, 
receipt signatures are compared with the signatures for the pre- 
ceding payment. Unclaimed envelopes or cheques are returned 
to the accounting department, and the paymaster or pay roll 
clerk keeps the unsigned receipts until the wages are claimed or 
returned to general cash. 

If the duties of the various employees are not segregated as 
suggested here, pay roll manipulation is made extremely easy. 
If one person prepares the pay roll without verification by an- 
other person of the employment records and the time worked, 
he can pad the earnings of employees or place fictitious employ- 
ees on the pay roll and remove the excess amounts from the 
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envelopes before he gives them to the employees; or if an ac- 
counting department employee prepares the pay roll he can pad 
the amounts or add fictitious names and pocket the difference 
when he prepares the pay envelopes. The pay roll clerk or the 
accounting department employee or the paymaster can overfoot 
the pay roll sheets and abstract the amount of the overfooting 
if his work is done alone or is not verified in detail. If the pay 
roll clerk pays the employees and if his records are not checked 
against employment department records, he can leave ex-em- 
ployees on the pay roll and take their pay or he can fail to make 
pay roll deductions on the pay roll sheet, remembering, of 
course, to make the deductions in the pay envelopes. 

Hiring, time-keeping and paying must be completely segre- 
gated in order reasonably to assure accuracy and correctness of 
pay roll procedure. A detailed audit of employment and pay 
roll usually discloses any existing pay roll fraud. 

Sales of Merchandise and Assets . — All sales are cash sales or 
credit sales. With respect to cash sales, good internal check re- 
quires that one person make the sale, to be checked by another 
person who receives payment and makes the change. The sales 
person records the sale on a sales slip. The total of the sales 
slips each day must equal the total of the cash received by the 
cashier. A variation of this is to have the wrapper of the parcel 
check the sales slip against the price marked on the article. 
Time is required to prepare cash sales slips, and the modern 
trend is to have the salesman ring a register which ejects a slip 
of paper recording the amount of the purchase and accumulates 
the sales totals in the register. The customer then pays a central 
cashier. The total money received by the central cashier must 
be in agreement with the total sales register accumulations. Add- 
ing machines are also used, the tapes going to the cashier; this, 
however, gives the cashier the opportunity to destroy a slip 
and pocket the equivalent in money, unless the adding machines 
accumulate grand totals of all such slips. When it is not possible 
to have both salesmen and cashiers, cash registers with visible 
sales record should be used, together with the ejection of a slip 
showing the total of the sale, which is given to the purchased 
This tends to eliminate the possibility of not ringing or under- 
ringing the sale. A great many companies operating chain stores 
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have spotters to make purchases and to watch carefully for un- 
recorded or underrecorded sales when cash registers are used. 
Every business making sales for cash has a different problem to 
be solved. A good system of perpetual inventory control is an 
aid in correct accounting for cash sales. If the inventory is kept 
at retail, any discrepancies between physical and book invento- 
ries mean that either merchandise or cash is being stolen. 

Credit sales involve (i) receiving the order; (2) shipping the 
order; (3) charging the customer; (4) receiving payment from 
the customer. Credit sales procedures vary greatly for different 
concerns, and each company must adopt the policy best suited 
to its needs. General procedures are given here for the typical 
company interested in avoiding fraud in sales to fictitious cus- 
tomers, false sales returns and allowances and cash embezzlement 
from sales. 

When an order is received from a customer, it is inspected 
by the sales department to see that the order can be filled. Then 
it passes to the credit division for approval. After approval by 
the credit department, the order is sent to the billing depart- 
ment, where several copies of the order are prepared on the 
company’s invoice forms. One copy, the duplicate, is sent at 
once to the shipping department if the company manufactures 
in advance of orders received. The order serves as a notice of 
release from the storeroom. If the company manufactures on 
contract, an order is prepared for the manufacture of goods. 
Someone other than the order gatherer must check the merchan- 
dise against the order. In some cases, the shipping copy of the 
order is routed directly to the storeroom, where one employee 
calls the items and another gathers them, the calling em- 
ployee making notations for deductions from the inventory rec- 
ords. Then the goods and the shipping copy of the order are 
sent to the shipping room for checking and shipment. The ship- 
ping department makes any alterations necessary, such as added 
transportation charges, and returns its copy of the order to the 
billing department. The billing department changes the other 
copies of the invoice to agree w'ith the shipping department’s 
copy. Then the original is sent to the customer; the duplicate is 
filed with the customer’s order; the triplicate is sent to the 
accounting department; the quadruplicate is sent to the sales 
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department, where the salesman is notified of shipment to his 
customer. When company truck deliveries are made, a copy 
accompanies the truck driver, who has the customer sign as a 
delivery receipt. In some variations of the foregoing, all orders 
are copied onto an order sheet. It is the duty of the sales and 
credit departments to be certain that orders are not fictitious. 
In department stores, where charge accounts are maintained, the 
procedure is simpler and different in operation but the same in 
principle. The sales clerk prepares a sales invoice in duplicate, 
giving the original to the customer and sending the duplicate to 
the accounting department, where it serves as the basis for a 
charge to accounts receivable, a credit to sales and a credit to 
inventory. 

The accounting department’s copy of the invoice is the 
original datum authorizing a charge to a customer. This function 
is exclusively that of the accounting department and should not 
be given to the sales department and should not be handled by 
the cashier who later records the receipt of cash from the 
customer. 

When cash is received from a customer, a list of incoming 
receipts is prepared by the person opening the mail, one copy 
going to the cashier for cash debits, another copy going to the 
bookkeeper for credits to accounts receivable and one copy 
going to the auditor, who checks the list to the duplicate deposit 
slip prepared by the cashier and who traces the totals to the 
daily deposits shown on the bank statement. This eliminates the 
manipulation of accounts receivable. 

A credit memorandum for sales returns and sales allowances 
should be executed and approved by some official, not the book- 
keeper and not the cashier. As sales returns should be made to 
the receiving department or to an adjustment desk, any ques- 
tionable or forged sales returns memos are traceable. False credit 
memos result in cash embezzlements or collusion with a cus- 
tomer and subsequent loss of accounts receivable, the guilty em- 
ployee receiving a cut from the customer. The credit memo 
must be accompanied by authorization to the storeroom to 
accept the goods and place them again on the inventory records. 

Receipt of Cash.~ln esmblishing a system of internal check 
for receipts of cash, the biggest problem is to be assured that 
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cash receipts are recorded. Cash stolen before any record is 
made of its receipt is much more difficult to trace than cash 
received and recorded followed by a theft and manipulation of 
the records, which can be found by the auditor. Certain pro- 
cedures for the insurance of the original recording of cash 
receipts were discussed in connection with cash and credit sales. 
In the section of this chapter titled “Forms of Fraud,” methods 
of failing to account for cash receipts were pointed out, together 
with auditing steps for their detection. In addition to the audit- 
ing steps, the following procedures must be set up and enforced. 

Cashiers must never open incoming mail, as this gives them 
access to cash and opportunity to record manipulation. The mail 
must be opened by someone not connected with the cashier’s 
office and not connected with the ledger clerks. All remittances 
received should be listed, one copy going to the cashier for 
entry in the cash records, one copy going to the bookkeeper for 
entry in the accounts receivable ledgers and general ledger and 
another copy going to the auditor for checking with the dupli- 
cate deposits tickets and with the bank statement. The cash is sent 
directly to the treasurer, as the cashier need not necessarily even 
see it. If the person opening the mail abstracts cash, the remit- 
ting customers will soon complain when they receive a statement 
for payments previously made. If the cashier takes money, his 
records will be forced, making him eligible to detection by the 
auditor. Overstating sales discounts will do the ledger clerk no 
good unless collusion exists between the ledger clerk and the 
cashier. Cashiers must never have access to customers’ accounts, 
as this opens the way to fraud and concealment made possible 
under the variety of forms discussed earlier in this chapter. 

All remittances should be received at one central place in 
the business and should be deposited in the bank by someone 
other than the cashier, the bookkeeper or the person who opens 
the mail. The cash should be deposited intact, and daily. Cheques 
should be indorsed “for deposit only,” thereby eliminating their 
negotiability. 

We thus see that if various people perform different duties 
with respect to cash receipts, possibilities of fraud are reduced 
to a minimum. In addition to the suggestions given under 
“Forms of Fraud,” then, to summarize: One person opens mail 
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and lists the remittances, another person records the cash, an- 
other person takes it to the bank, another makes sales or accounts 
receivable entries and another compares the records and dis- 
covers any existing irregularities. 

Disbursement of Cash— In the disbursement of cash, no 
cheques should be prepared as payable to “Cash” or “Bearer.” 
If possible, all payments should be made by cheque, as a receipt 
is thereby secured. Vouchers, properly authorized and approved, 
should be the basis for the preparation of a cheque, and the dis- 
burser of the cheque should have nothing to do with the prepa- 
ration or approval of the voucher. All cheques should have moi'e 
than one signature, and neither one of them should ever be that 
of the cashier. (See the section of this chapter dealing with the 
execution of fraudulent disbursements.) In summary form, the 
contents of this section for purposes of internal check are: con- 
trol petty cash vouchers; account for all cheques; watch can- 
celled cheques for alterations; control all vouchers so that dates 
cannot be altered, vouchers presented twice for payment, false 
vouchers presented, watch for evidence of kiting; verify purchase 
returns and allowances; verify purchase discounts; watch for 
overfooting. 

With respect to cash in general then, we can state that 
(i) bank balances must be reconciled monthly; (2) accounts 
receivable must be reconciled to the controls; (3) the cashier 
must have nothing to do with the accounting records, (4) cash 
receipts and cash disbursements handling and accounting must 
be divorced as much as possible, (5) cash sales must be closely 
controlled; (6) vacations must be given to employees handling 
cash; (7) jobs must be rotated, if possible; (8) cash must be de*^ 
posited daily intact; (9) duplicate deposit slips must be vouched 
against daily remittances. 

Materials Requisitioning and Disbursements from Store- 
room.— A perpetual inventory system should be in operation 
and a controlling account maintained on the general books. The 
perpetual inventory system may be under the control of the 
stores clerk or it may be maintained in the accounting depart- 
ment.^ If possible, one person should be made responsible for all 
materials received into and disbursed from the storerooms. This 
person should sign for all items received. A controlling account 
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record of the receipts, inventory balances and disbursements 
should be kept in the accounting department; this department 
will make its entries in summary form periodically and not in 
detailed form. Thus the perpetual subsidiary account totals are 
checked by a department not having access to the materials. The 
records of the storekeeper in summary form and the records of 
the accounting department should be in agreement. Materials 
should leave the storeroom only upon the receipt of written 
materials requisitions, properly authorized and executed. A dupli- 
cate requisition should remain in the requisitioning department 
for later checking against the copy going to the storeroom. The 
requisition received by the storekeeper serves as his authority to 
disburse material and credit his accounts. The cost and general 
accounting departments are notified of the disbursement so that 
the proper department may be charged and so that the control- 
ling inventory accounts (and duplicate perpetual inventory 
accounts, if they are kept) may be credited. The controlling 
accounts, the sum of the perpetual accounts and the physical 
inventory should be in agreement. Fraud can arise only through 
improper requisitions, theft or collusion. If the materials and 
their records are separated and if receipts and disbursements are 
traced, theft is the only method of fraud possible. 

QUESTIONS AND PROBLEMS 

1. What is internal checks 

2. What is fraud.^ Larceny? Embezzlement? 

3. What are two reasons for frauds Which form is of more im- 
portance to the auditor in performing the audit routine? 

4. What are the general forms taken by frauds 

5. Describe five methods that can be used in failing to account for 
cash receipts. What are the remedies^ 

6. Describe five methods that can be used in making fraudulent 
disbursements. What remedies do you suggest? 

7. Describe fully a good system of internal check which will 
minimize fraudulent possibilities for: 

{a) Purchases. 

{b) Pay roll for a company of 5,000 employees. Twenty-five 
employees. 

{c) Credit sales for a manufacturing company receiving its 
orders through the mail and also from salesmen. 

{d) Cash sales in general. 
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(e) Cash receipts from accounts receivable. 

(/) Cash disbursements. 

(g) Inventory control. 

(h) Dividends on stocks held as investments. 

(t) Shipments of merchandise. 

(j) Petty cash. 

8. Outline the steps necessary for a system of internal check for 
cash receipts for: 

(a) A theater. 

(b) A restaurant. 

(c) A hotel dining room, 

(d) A chain grocery. 

(e) A chain drug store. 

(f) A women’s specialty shop selling for cash and cicdit. 

(g) Income from bonds and stocks. 

(h) A jewelry store. 

9. You have audited the books of the X Company. Three months 
after the completion of your audit and the submission of yoiii 
report, you receive a letter from the president stating that the 
treasurer has discovered that thefts of petty cash have been 
existing for the past two years. The president asks you to 
explain why you did not discover these frauds. Write a letter 
to the president. 

10. On a balance sheet audit, what difference would it make to 
the auditor if he thought the system of internal check for cash 
receipts was good and later discovered that it was terrible^ 

11. On a detailed audit, what difference would it make to the 
auditor if he thought that the system of internal check for cash 
disbursements was terrible and then found it to be good.^ 

12. Under the laws of your state, what facts must be proved in 
order to secure an embezzlement conviction? 

13* Is fraud a statutory or common law offense? Larceny? 
Embezzlement? ^ 

14* Point out all possible reasons why the functions of the account- 
ing department and the treasury department should be seg- 
regated. ^ 

15. You aie a member of an accounting department, employing 
SIX people. What would you suggest as the duties of each 
person m order to effect good internal check all along the 
line? (Use any business you choose.) 

16. Two people constitute the accounting and record staff of a 
small hospital. One man is in the storeroom, one is in the 
pmrma^, in addition to the two in the accounting and record 
ofiice. The pharmacy supplies all hospital needs and also sells 
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to outpatients. Outline a good system of internal check. In- 
come and disbursements are $200,000 per year. 

17. If a voucher system is used, should a creditors’ ledger be used 
also? Give your reasons fully. 

18. From the standpoint of internal check and fraud, what are the 
advantages of a voucher system? 

19. A client expresses a suspicion of overstated purchase records. 
The client signs all cheques. He states that inventories are 
correct. Sales agree with orders. He asks you to investigate. 
What will you do? 

20. The shipping department in a large wholesale drug company 
fills all customers’ orders. The truck drivers deliver the goods 
to the customers. How will you effectively prevent collusion 
between one truck driver and one employee of the shipping 
department so that the shipping department employee cannot 
give merchandise to the truck driver, who will drop the stolen 
goods at his home and later split with the shipping department 
employee? 

21. A manufacturing company has branches in scattered cities. 
Each branch is so small that only one office employee is main- 
tained. Sales are made directly by the branches upon orders 
from the branch salesmen. What will you do to insure a satis- 
factory system of internal checks 

22. The stockroom keeps the stock records. How will you be 
sure that an employee does not take goods home and simply 
credit the ledger accounts for his thefts^ 

23. A manufacturing company has 30,000 customers. All cash 
from dealer sales is received at the factory. Another manu- 
facturing concern has 300 customers. All cash from dealer 
sales is received at the factory. Sales are proportionate, that is, 
100: 1. Outline a system of internal check for each company 
for cash receipts and cash disbursements. 

24. How does it happen that an employee may embezzle for years 
without discovery? 

25. You are chosen to audit the records of a fraternal order or 
lodge. The officers are: president, vice-president, secretary and 
treasurer. How will you proceed in order to be certain that 
the treasurer has accurately accounted for all income and all 
expenditures? 
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Importance of Audit of Cash 

One of the first accounts usually audited is cash. The audit of 
cash is of importance for several reasons: ( i ) Nearly all business 
transactions come to rest ultimately in the Cash account. Even 
though an immediate transaction has no effect on cash, every- 
thing purchased, sold, manufactured and transferred will in the 
end result in an effect upon the Cash account. (2) The audit of 
cash is important because cash is the favorite source of fraudu- 
lent transactions. (3) Accounts receivable credits are commonly 
posted from the cash book, which means that if cash debits are 
incorrect, one or more customers’ accounts are incorrect. 
(4) Many of the entries in the general ledger have their source 
of origin in the cash books. (5) Accounts payable debits com- 
monly are posted from the cash books. (6) Errors in the Cash 
account indicate that errors are made elsewhere or that embez- 
zlement is being practiced. 

Owing to the general importance of cash, the Cash account 
usually is verified early in the audit. Cash balances may be rela- 
tively large or small, depending upon the nature and the size of 
the business. Likewise, cash transactions may be few or many, 
depending upon the conditions surrounding each business. 
Therefore, the extensiveness of the examination of cash trans- 
actions is something which the auditor must decide, tempered by 
the nature of the audit, the wishes of the client and the require- 
ments of the engagement. For instance, the auditor might decide 
to foot all cash receipts and cash disbursements journals, to trace 
all postings therefrom, to vouch all cash disbursements for the 
year (or to vouch them for, say, July and December only) and to 
vouch all cash receipts for January and December. Regardless 
of the decision reached with respect to footings and vouchings, 
certain procedures are required on every audit, so that the cash 



Cash 


117 


balance and its composition may be verified as of the audit date. 

Cash assumes many forms. For example, there are: cash in 
the bank; cash on hand, which includes currency, coin, unde- 
posited cheques, undeposited money orders, undeposited drafts; 
petty cash funds; change funds; pay roll funds, and so on, 
according to the needs of each company. 

Petty Cash 

If petty cash is handled under the imprest system, a definite 
cash fund is established, the total composition of which always 
equals the amount of the fund. The amount of the fund must 
be checked against the Petty Cash ledger account balance in 
order to ascertain the predetermined balance. 

The composition of such a fund usually includes: (i) cash; 
(2) petty cash vouchers representing disbursements from the 
petty cash fund, and ( 3 ) cheques, usually accommodation. The 
composition sometimes is extended to include, in addition to 
the foregoing, such things as salary advances, I.O.U.’s and bond 
coupons. 

In auditing the petty cash, the auditor counts the cash, listing 
the money according to unit, quantity and total value. It is not 
necessary to open rolled coin packages unless the auditor sus- 
pects that the packages are short or are stuffed. 

Petty cash vouchers in the fund are tabulated and examined. 
The auditor examines the vouchers for date, amount, purpose, 
signature of recipient, signature of the disburser and approval of 
the officers. (See Chapter VI for a description of a petty cash 
system.) 

Cheques in the fund are listed and examined. The auditor 
compares cheques in the fund with his previous working papers 
for petty cash to ascertain whether someone is permanently bor- 
rowing from the fund. This is usually accomplished by someone 
borrowing money from the fund, placing therein his own per- 
sonal cheque, asking that the cheque be not deposited and then 
occasionally placing a new cheque in the fund and withdrawing 
the old one, so that the cheque at the audit date appears to be 
current but simply undeposited. If cheques in the fund and 
I.O'.U.’s are old items, an entry is made transferring them from 
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petty cash to nontrade accounts receivable, and if they are un- 
collectible, they are written off the books. Postdated cheques 
and I.O.U.’s are not a part of petty cash; they are accounts or 
notes receivable. Cheques included in the petty cash account 
should be traced to the final deposit in the bank. 

The amount of petty cash to be shown in the balance sheet 
will not always equal the amount called for in the ledger account, 
owing to the fact that the fund may not be reimbursed at the 
balance sheet date. The auditor must be certain that journal and 
account entries are made to transfer petty cash disbursements to 
the proper ledger accounts for the period under audit. For exam- 
ple, assume a petty cash fund of $500.00. The client has closed 
his books and shows $500.00 in his balance sheet. The auditor 
counts the petty cash at the balance sheet date and discovers 
that there are $100.00 of vouchers for express payments in the 
petty cash drawer. He sets up an entry charging Express for 
$100.00 and crediting Petty Cash for $i 00.00. This causes the 
auditor to show $400.00 of petty cash in his balance sheet and 
will show express expense at $100.00 more than the client’s fig- 
ure. The amount of petty cash to be shown in the statements 
equals the currency, cheques and other items considered as cash. 
Vouchers for payments made and questionable items are not 
cash and should not be shown as such. 

The auditor should present his list of vouchers, cheques, 
advances, I.O.U. s, etc., to the proper official for approval. Also 
during the petty cash count, the auditor should insist that his 
count be witnessed, so that he cannot be accused of causing 
shortages in the fund. After the petty cash count, the auditor 
should secure a receipt from the petty cashier for the return of 
the cash. If a petty cash book is used to record petty cash trans- 
actions, the entries in the record should be verified for a test 
period and the book footed. Increases and decreases in the fund 
must be properly authorized. 

It frequently happens that it is not possible to count the petty 
cash exactly at the close of the year. The most convenient time, 
of course, is immediately before the opening of business on the 
firft day of the new fiscal period or immediately after the close 
of busmess on the last day of the year. When the fund is veri- 
fied after the close of the period, the working papers must be 



set up so that the fund is worked back to the period closing date. 
This is accomplished by showing the composition at the date of 
the actual count and by showing the summarized transactions 
between the date of the count and the end of the period. The 
resulting figure will be the composition of the fund at the close 
of the fiscal period. 


Balance, February lo, 193B $xxxxx 

Plus: Disbursements, January i to February 10 xxxxx 

. xxxxx 

Less: Receipts, January i to February 10 xxxxx 

Balance, December 31, 193A $xxxxx 


The auditor then makes any necessary adjustments to reduce the 
fund to its proper figure for balance sheet purposes and to state 
expense accounts correctly. If the auditor suspects fraud, a sur- 
prise visit or a recheck of the petty cash before leaving the audit 
often is enlightening. 

If the petty cash is not operated under the imprest system, 
then cash and cheque disbursements are recorded in the same 
cash book. This is poor practice. However, if the practice exists, 
the auditor must completely verify cash transactions for a test 
period for cash disbursements from general cash to the petty cash 
record. If the audit is being made after the close of the period, 
transactions must be verified for the period between the closing 
date and the date of the cash count. This work consists of 
(i) examining vouchers for cash disbursements, (2) comparing 
canceled cheques with disbursements, (3) tracing cash receipts 
to the bank and (4) reconciling the petty cash transaction back 
to the end of the period in order to determine the correct ending 
balance. 

If cash funds exist in addition to the petty cash, each is exam- 
ined in a similar manner and a work sheet prepared for each. 

Examine carefully the work sheet for petty cash in the illus- 
trative audit. 

Cash on Hand and in the Bank 

Cash includes cash on hand not deposited and cash in the 
bank. If more than one bank account is maintained, the auditing 
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procedure is repeated for each one, and all cash accounts must 
be studied simultaneously. Good business practice dictates that 
all cash be deposited in the bank intact, that is, as it is received, 
and that all disbursements be made by cheque. The most conven- 
ient time to audit cash is immediately after the close of business 
on one day or just before the opening of business. In a great 
many cases this is impossible. As far as procedure is concerned. 
It is immaterial when the cash is audited. The procedure for 
auditing cash on hand and in the banks is given in the following 
steps. Variation in sequence is permitted to suit each auditor and 
to save time on any particular engagement. 

1. Have the client write to the depositaries requesting cer- 
tificates of the amount on deposit at the closing date of the fiscal 
period. The auditor mails the requests. The request to the bank 
is so framed that it not only requests the bank balance but also 
requests that the bank list any liabilities of the client and show 
any collateral of the client held by the bank. The request, 
although written by the client at the direction of the auditor, is 
sent to the bank in an envelope bearing the return address of the 
auditor and is returned directly to the latter from the bank in 
order to avoid alteration. A letter of request to the bank is 
shown in the illustrative audit. A copy of it is a part of the audit 
working papers. A reply from the bank is shown in the illustra- 
tive audit. It, too, is one of the working papers. Some banks 
maintain standardized forms which they fill in upon receiving a 
request. Many auditors have blank request and reply forms 
printed, to be filled in by the banks. 

2 . Count the cash on hand. Before the cash is counted, pro- 
vision is made to control all cash in the organization so that 
money from one fund cannot be transferred to another fund 
during the count in order to conceal a shortage. If it is not con- 
venient to gather all the cash in one place, the auditor may seal 
each cash fund or register, as the case may be, and thereby effec- 
tively prevent transfers. At the time the cash is controlled and 
counted, all negotiable securities must be sealed and controlled 
so that money may not be temporarily borrowed on the securi- 
ties in order to make good a cash shortage, with the later act of 
taking the money to reclaim the securities for the auditor to 
count and inspect. In other words, cash and all notes and securi- 
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ties easily convertible into cash must be controlled and counted 
at one time. When cash, undeposited cheques on hand and secu- 
rities are counted, the auditor must have a witness to his count 
and must obtain a receipt after the count, for his own protection. 

3. Deposit all cash, and deposit aU cheques, requesting a 
direct advice of protest on any bad cheques. Some banks notify 
the depositor immediately of a bad cheque; others simply charge 
the depositor’s account. When counting the undeposited 
cheques, examine them closely and prepare notes pertaining to 
them. Also examine the cash records to see that they have been 
recorded as cash receipts. Be certain that all cash supposedly 
deposited at the end of the period is deposited; this is accom- 
plished by comparing bank statements and cash receipts records. 
If some of the undeposited cheques on hand represent cheques 
from employees, be certain that these cheques are deposited and 
paid; otherwise it looks as though a shortage exists or that some 
rather permanent borrowing is taking place. The cashier may 
have stolen cash and placed a fictitious cheque in the deposits. 
If any postdated cheques exist, they must be treated as notes 
receivable and not as cash. 

4. Obtain all bank statements, bank deposit books, duplicate 
deposit slips, canceled cheques and the bank reconciliation of the 
cashier. In all probability some cheques will be outstanding 
which have been deducted by the client but which have not 
been deducted by the bank because the items have not cleared. 
There probably will be certain other items such as canceled 
notes, service charges, bad cheques, stamp taxes and exchange 
charges which have been charged by the bank but not credited 
to cash by the client, and proper adjustment will be made for 
these items. A slip is prepared by the bank for each such charge, 
and these slips are included with the returned cheques. In other 
cases, interest may have been credited by the bank or collections 
made which the client has not charged into his cash receipts at 
the close of the period because he has not received advice from 
the bank. 

5. Check the duplicate deposit slips with the sales slips, cash 
register tapes, invoices, etc., with the books and with the bank 
pass book. Foot the duplicate deposit slips. The auditor must be 
certain that cash shown to be deposited on the last day of 
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the period according to the cash book actually is deposited in the 
bank, if the bank has not credited the deposit according to the 
bank statement. Examine the ledger accounts to see if receipts 
are unrecorded here. If the audit is performed after the close of 
the accounting period, all receipts for a few days after the end 
of the period are traced into the bank. The period for checking 
deposits into the bank depends upon the circumstances of the 
audit. At least one month’s transactions should be traced, pref- 
erably the last month of the period. 

6. Confirmation of deposit slips must be made by the banks 
as to the detail thereon for the deposit dates immediately before 
and after the close of the fiscal period, and the comparison of 
such detail with the detail shown on the cash books and on the 
original daily remittance record for the receipts for the same 
specific days. Trace deposits in transit to the next bank state- 
ment, or secure direct confirmation of the deposits from the 
bank. Items in transit should reach the bank in a day or two at 
the most. If more time than normal elapses, it probably means 
that cash is received and charged on the books of the chent and 
borrowed by the cashier or treasurer for a time. Occasionally 
when a cash receipt is not deposited the cashier will state that 
advances for salaries, travehng expenses, etc., were made from 
the receipts and that the cashier is waiting for reimbursement 
from those sources before making the deposit. The excuse prob- 
ably is not the truth, and if it is the truth, the attention of the 
client should be called to the practice and the procedure stopped. 
Cash deposits made by branches on the last day of the year but 
not taken up by the home ofiice on the same day owing to trans- 
portation, are home office receipts as of the last day of the 
period. Transit items not carefully traced may also mean that 
lating is being practiced. Some companies carry a Cash in Tran- 
sit account which is charged with cash on its way to the home 
office and credited when the money is received. If a customer 
notifies the company that he is paying a biU, Cash in Transit is 
not debited and Accounts Receivable credited; no entries of this 
nature should be made until the cash is received. 

7. Arrange canceled cheques so that they can be traced to 
the cash disbursements records. Here again, the period of vouch- 
ing c eques into the cheque record will depend upon the audit, 
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but at least the cheques for the last month of the period should 
be traced into the cheque record. As the cheques are traced to 
the register, each entry in the register is ticked; all unricked items, 
plus the still uncleared cheques from the last reconciliation, then 
constitute the total outstanding cheques. Cheques that were out- 
standing at the end of the preceding audit and all cheques of 
prior date that were presented are now traced into the cheque 
register and verified against the former bank reconciliation. Not 
only must the auditor determine that all listed outstanding 
cheques were of proper amount but he must see that there were 
no outstanding cheques that were not listed at all, that have been 
presented since. This is sometimes done by the auditor before he 
leaves the preceding engagement and after the cheques have 
cleared. When outstanding cheques are returned and examined, 
the auditor must be positive that they were made out to proper 
creditors. Cheque dates and cancellation dates must also be com- 
pared. If the audit is done after the close of the period, trace all 
disbursements for the interim between the end of the fiscal 
period and the date of the audit to be certain of the balance at 
the end of the fiscal period and to be sure that no shortage exists. 

8. Examine the canceled cheques for dates, payee, signa- 
tures, cancellation dates and indorsements. This usually is done 
at the time the canceled cheques are traced to the disbursements 
records. A common practice is to trace canceled cheques to the 
cheque register and to the supporting vouchers for, say, Decem- 
ber and then to examine canceled cheques for two or three addi- 
tional months. Owing to the lack of detail in a bank statement, 
it is not advisable to verify cheques against the statement. If 
cheques are made out to “Cash” or “Bearer,” trace the cheques 
and examine the indorsements carefully. The client should be 
the real payee of such cheques. Cheques to banks and employees 
must also be traced. Be sure that all cheques are accounted for 
and that no cheques are removed from the back of the cheque 
book. 

9. In connection with receipt and disbursement verification, 
care must be exercised to see that receipts are bona fide and that 
a cheque drawn by the company and deposited in a bank has also 
been deducted from another bank. Otherwise kiting exists. 

10. Foot the cash receipts and cash disbursements records 
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so that fraud may not exist through false footings. Trace cash 
receipts to the accounts receivable ledger. 

1 1 . See that all cash received and disbursed up to the end of 
the year has been entered in the cash books before the close of 
the year. Also see that cash receipts and disbursements made 
after the close of the year do not show as transactions for the old 
year. Some concerns make a practice of holding the cash book 
open for a few days after the close of the period in order to 
show a more desirable cash position or a smaller accounts pay- 
able position. In some cases, cheques are prepared payable to 
creditors and entered on the books, with perhaps no intention of 
mailing them for several days or weeks. The effect is to reduce 
accounts payable in the statements. The auditor should correct 
this condition by a debit adjustment to cash and a credit to ac- 
counts payable. Cash investments by proprietors, made at the 
close of the year, have the effect of raising current assets and 
net worth. If these investments are withdrawn immediately after 
the beginning of the new year, the intent is obvious, and the 
auditor must correct the statements. He also must watch current 
ratios and their manipulation, especially when bond indentures 
call for the maintenance of certain ratios; the client may force 
the figures and secure the desired result. These are bad prac- 
tices, and the auditor must do all in his power to persuade the 
client to stop. In his own statements, of course, the auditor 
shows the true cash position at the close of the period, just as 
though the cash books had been promptly closed. 

12. Prepare bank reconciliation statements and compare 
them with the client’s cash ledger balances. These may be pre- 
pared at this point or earlier. A separate reconciliation is pre- 
pared for each bank account. If the audit takes place after the 
close of the year, the cash is reconciled at the audit date and the 
statement worked back to the closing date in order to be certain 
that closing date balances are correct and to be certain that all 
receipts are recorded so that a shortage is not concealed. (See 
Form 1 1 , page 125, and the illustrative audit. ) 

In preparing the bank reconciliations, the items charged by 
the bank and not credited by the cUent and the items credited by 
the bank and not charged by the cHent (mentioned in 4, page 
12 1 ) must be taken into consideration. Outstanding cheques 
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are listed in detail in the reconciliation. In preparing a bank 
reconciliation, always start with the bank balance and work to- 
ward the client’s balance, as the client’s books are being proved 
and not the bank’s. 



BANK RECONCILIATION STATEMENT 



BANK 



Balance, April 18, 193B, Bank Certificate 

$40. 1 00 00 

Less : 

Outstanding cheques, per detail 

5.000 00 

i Balance per cash book (Ck. No 12,345) 

$35,100.00 

Add: 

Cash on hand, per count. . 


1 . 000.00 


Total Cash Balance, April 

18, 193B 

$36,100 00 

Add: 

Cash Book Disbursements. 




January, 193B 

$10,000.00 



February, 193B 

8,000 00 



March, 'l93B 

6,000.00 



April 1-18 Inclusive. . . 

4,000.00 

28,000.00 


Total 


.$64,100.00 

Lessr 

Cash Book Receipts: 




January, 193B 

$ 3,000.00 



February, 193B 

5,000.00 



March, 193B 

7,000.00 



April 1-18 Inclusive. . . . 

6,000 00 

21.000 00 


Total 


.$ 43 , 100.00 

Less: 

Interest credited by bank not taken up on books. 1 00.00 


Balance, December 31, 193A, bank 

.$43,000.00 


Balance per cash book, December 31, 193A. . . 

.$42,900.00 

Plus: 



1 00.00 

Balance, per books, Adjusted,December 31,1 93A.$43,000.00 

Cheque Detail: No. 

Payee Amount 


Form n — Bank Reconciliation (Mad© After Close of Year) 


13. As stated before, all listed outstanding cheques and any 
unlisted cheques returned with the statement from the bank are 
inspected, and questionable items are listed for further investiga- 
tion. Such items are later traced to their proper accounts and if 
not entered there constitute evidence of irregularities. If out- 
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standing cheques are omitted from the reconciliation, a shortage 
may be covered, as shortages can be covered by understating out- 
standing cheques. If cheques are outstanding for a considerable 
time, they should be written off the books. When the write-off 
is made, payment should be stopped at the bank. When long-out- 
standing cheques are written off. Cash is debited and a Reserve 
for Outstanding Cheques, or Surplus, or preferably Extra- 
neous Income credited. Some accountants prefer one credit, some 
another. The author prefers a credit to Extraneous Income, as 
the chances are that the sums involved are never great, and a 
special liability therefor need not be created. An investigation 
of outstanding cheques sometimes shows that the cheques have 
never been mailed; therefore a liability still exists. 

14. Lists are prepared for such items as outstanding certified 
cheques, I.O'.U.’s, advances for salaries, advances for traveling 
expense, and so on. Certified cheques outstanding are deducted 
at the time of certification. The bank places a memorandum in 
with the canceled cheques showing the date, amount and payee 
of the certified cheque. Later, when the certified cheque clears, 
it is returned. 

15. Watch for lapping. This may be done in connection 
with the audit of cash or accounts receivable. Bank deposits are 
matched with credits to accounts receivable to determine if lap- 
ping exists. 

16. If petty cash is not handled on the imprest system, with 
the result that cheque credits and currency credits are recorded 
in the same cash book, all cash transactions must be verified in 
detail for at least one month, preferably the last of the period. 

17. Occasionally, overdrafts occur at the end of the period. 
If such a condition exists and only one bank account is used, 
the overdraft appears on the balance sheet as a current liability. 
If two or more bank accounts are used, an overdraft in one bank 
must not be offset on the balance sheet by balances in other 
bariks,^ thus showing the net cash. The overdrafts must appear 
as liabilities regardless of the net cash position. 

18. If bank funds exist which are restricted as to withdraw- 
als, a statement of such restriction should be given as a balance 
sheet footnote. 
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19. Cash in foreign banks or branches should be converted 
to domestic dollars at the balance sheet date. 

20. If working funds exist, such as salesmen’s funds, and if 
the salesmen are not in the office, the word of the client as to the 
amounts in the fund must prevail. If salesmen’s reports are avail- 
able, they are examined. Some companies treat such funds as 
deferred charges and others as cash. The deferred charge treat- 
ment is preferable, as the funds are not generally available and 
have been or soon will be expended. 

In preparing the working papers for cash, a full statement of 
the work done is placed on the papers. (See the illustrative work- 
ing papers for cash.) Before leaving the cash section of an audit, 
the auditor must inquire to be certain that he has verified all cash. 

QUESTIONS AND PROBLEMS 

r. Outline the steps in a balance sheet audit necessary for an audit 
of petty cash kept under the imprest system. 

2. Outline the steps necessary for an audit of cash in a balance 
sheet audit. 

3. A company has bank accounts in New York, Chicago, St. 
Louis and New Orleans. Transfers of funds between these 
banks are common, depending upon where the cash balances 
are plentiful and where they are low. You are in New Orleans. 
How will you proceed to verify the balances at a given date? 

4. William Jones owns 80 per cent of the capital stock of the 
Jones Corporation. He serves as president, treasurer and sec- 
retary. He maintains a Personal account on the books of the 
corporation. Whenever he needs cash, he takes customer remit- 
tances, deposits them in his private bank account and instructs 
the company bookkeeper-cashier to charge his Personal ac- 
count and to credit Accounts Receivable. Is this procedure 
satisfactory? Give reasons for your answer. 

5. After an audit of cash for the Smith Company, your cash sum- 
mary sheet appears: 

Petty cash 

Undeposited cheques on hand 

Commercial account, First National Bank 

Branch office cash 

Savings account 


$ 500.00 

12.300.00 

98.200.00 
1,000.00 

28,000.00 


Total cash 


$140,000.00 
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The summary agrees with that prepared by the Smith Com- 
pany. The $28,000 in the savings account is placed there for 
the purchase of new store fixtures, to be bought as the com- 
pany needs them. Is the $28,000 a part of cash, and should it be 
shown as a current assets 

6. A client refuses to ask the bank for a bank certificate as of a 
certain date and refuses to allow the auditor to write for or go 
in person for a certificate. He tells the auditor that he knoAvs 
his cashier is honest, that the bank pass book gives the account 
balance at the end of the period and, therefore, that it is fool- 
ish to bother the bank. Do you consider the client right or 
wrong? Why^ 

7. In your examination of a petty cash fund, you arrive at the 
composition given below. The date of auditing the petty cash 
is the balance sheet date. What adjusting entries do you con- 
sider necessary^ 


Currency .$341.00 

^^ 1 ^ . 49*74 

Postage stamps . .8.16 

Sales returns ^,00 

Employee’s cheque, dated one month m advance 20.00 

Express bills paid ^2.10 


Sales slips of an employee, the money having been taken and 
rung as a cash sale 25.00 

$500.00 


8. On December 31, 193A, your client, X, has a $10,000 overdraft 
at the bank. He keeps the cash book open for a week in 
January, 193B, during which time he collects $40,000 from 
customers. All of these collections he records as of December 
31, I93A. You start your audit February i, 193B. The books of 
the client show a bank balance of $30,000 on December 31, 
1 93 A. What will you do’ 

9. How will you verify cash in transit’ 

10. You prepare a bank reconciliation. It agrees with the recon- 
cihation of the client. You trace cash receipts into the bank 
for December, the last month of the fiscal year. You vouch 
all disbursements into the cheque register from the canceled 
cheques and supporting vouchers. Is it necessary to verify 
cash book footings for receipts and disbursements and to trace 
the postings into the ledger? 

1 1. Your client hands you the reconciliation of cash given below. 
How will you verify it’ 
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Cash, per books 


$12,460.00 

Cash, per bank 

Undeposited cheques . 

$15,200.00 

. . 800.00 


Less: Cheques outstanding 

$16,000 00 
. 4,000.00 


Cash in registers 

$12,000.00 
. . 460.00 

$12,460.00 


12. You have prepared bank reconciliations. They agree with 
those of the client. You vouched all cheques to the cheque 
register. No cheques are outstanding at the reconciliation date. 
You decide not to vouch cash receipts according to the cash 
book into the bank pass book as the cashier knew of the audit 
in advance. Other than abstracting cash and underfooting his 
cash receipts records, what might the cashier have done to con- 
ceal a shortage of 1 1,000 at the end of the period? 

13. The Manistique Company has been in existence for 20 years. 
An audit has never been made. A bank reconciliation has 
never been prepared. The fiscal year is December 31. You are 
hired to make an audit for the current year. You start work 
February i. The company does not want you to check all can- 
celed cheques against disbursement records for the current year. 
{a) Where will you start in order to ascertain the correct 

cash balance? 

{b) How will you be sure that you had included all possible 
old outstanding cheques^ 

14. The Martin Company buys most of its raw material from the 
Johnson Company. After purchases reach a certain figure 
each month, the Johnson Company rebates 10 per cent of the 
net purchases to all of its customers, including the Martin 
Company. The Johnson Company mails the rebate cheques 
on the tenth of the following month. The Martin Company’s 
purchases have exceeded the base figure in every month of the 
past year. You, as auditor, can find no records of the receipts 
of the cash rebates. The cashier informs you that the treasurer 
deposits these cheques each month in a “Martin Company, Pri- 
vate” bank account, and that no entries are made on the books 
of the company for the rebate. Also, the bank certificate that 
you receive from the bank shows “Martin Company, Private, 
$32,000,” which agrees with your computation of the discount. 
What will you do? 

15. Your client has $2,000 on deposit in a closed bank at the end of 
the year. How will you treat this in the balance sheet? 
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1 6. Your audit of the cash of the Doherty Company discloses 
that cash and cheque remittances received from customers are 
not deposited in the bank until several days after they are 
received. Apparently no lapping takes place. In calling the 
client’s attention to this state of affairs, what will be your 
approach and what reasons will you give for discontinuance of 
the practice.^ 


i8. 


19. 


20. 


. You are auditing the accounts of a company which does not 
deposit its receipts intact and which pays some expenses and 
the pay roll out of cash receipts, if the cash on hand is suffi- 
cient. Your count of cash shows $2,000 on hand on January 20, 
the date you start on the audit. The bank balance shows $8,260. 
The cash ledger account shows $10,500. No one in the or- 
ganization can explain the shortage. The balance sheet date is 
December 31. How will you proceed to account for the differ- 
ence? Have you any suggestions as to procedure in the future^ 

You are employed to make a balance sheet audit, with the spe- 
cific understanding that you are to do no detailed verification. 
A bank reconciliation has not been prepared since your last visit, 
one year ago* You prepare a bank reconciliation and find that 
It does not agree with the book balance. You cannot vouch 
cheques to the cheque register. You cannot complete your audit 
with an unreconciled bank balance. What steps will you take^ 

The bank balance of your client, the Zerfey Company is $482,- 
671.44. Sales are $2,000,000 per year. The petty cash fund 
kept under the imprest system, is $50.00. You, as auditor, did 
not count the petty cash. Will you comment upon the matter 
in your audit report? ^ 

boirnfV. f disbursements 

book of the Lestor Company, for the year 193 a. 


Receipts Disbursements 


February ^ 30?ioo.25 $ 46,289.50 

March 42,628.38 24,150.00 

April .. 28,349.10 20,225.31 

May 33,247*55 19,742.66 

June . * 59,148*98 30,02295 

July 2^W87 35,468.7s 

August * 17,828.40 15,401.22 

September .*!.**!.*.'.*.*!.*!” 12,669.81 22,396.18 

October 20493.09 20,093.94 

November 42,775*20 31,207.57 

December , 37»792.8o 26,927.36 

46,536.29 37,826.40 


$392,569.72 $330,477.87 



The bank balance, January i, 193A, was $38,610.21. 

The bank balance December 31, 193A, is $103,118.34. 

No cheques were outstanding January i, 193A. 

Cheques outstanding December 31, 193A, amount to $5,416.28. 
Undeposited cheques on hand, December 31, 193A, are $3,000.00, 
which are included in the December cash receipts. 

Bank deposits for the year total $388,843.72. 

Draft your report on the basis of the information given above. 

2 1 . What is the shortage in the following problem^ Sales are for 
cash and on open account. Open account sales terms are 
2/10/11/30, which are strictly enforced. Cash sales are recorded 
in the cash receipts book only. 


SALES JOURNAL 


Date 

Explanation 

Accounts 

Receivable 

Debit 

Sales 

Credit 

Dec. 1 

The Ammon Company 

$ 962 50 

$ 962 50 

2 

Byers Manufacturing Co 

818.77 

818 77 

3 

The Cameron Supply Co 

1 .400 00 

1 ,400 00 

4 

Byers Manufacturing Co 

725 30 

725 30 

6 

Imwall and Imwal! Co 

627 18 

627 18 

7 

Freeman Co. 

940 25 

940 25 

8 

The Ammon Co 

767 42 

767 42 

9 

Great Northern Stores 

220 58 

220.58 

10 

Houghton Sales Co 

835 20 

835 20 

11 

Imwall and Imwall Co. 

1,364 26 

1,364.26 

13 

The Ammon Co. 

2.800,00 

2,800 00 

14 

Jamestown Merchandise Co 

722 36 

722 36 

15 

Houghton Sales Co 

3,128 90 

3.128 90 

16 

Byers Manufacturing Co 

551 80 

551.80 

17 

Great Northern Stores 

805 00 

805.00 

IS 

Byers Manufacturing Co, 

1,799 10 

1,799.10 

20 

Imwall and Imwal! Co. 

864 35 

864 35 

21 

Freeman Co. 

404.37 

404.37 

22 

The Ammon Co. 

1,305 81 

1,305 81 

23 

Freeman Co. 

2,468 24 

2,468 24 

24 

Great Northern Stores 

91095 

910.95 

25 

Imwall and Imwall Co. 

872.72 

872.72 

27 

Houghton Sales Co. 

1,948.50 

1,948.50 

28 

Jamestown Merchandise Co 

628 40 

628.40 

29 

Great Northern Stores 

875.38 

875 38 

30 

The Cameron Supply Co 

1,333.92 

1,333.92 

31 

Byers Manufacturing Company 

459.60 

459.60 



$30,350.86 

$30,350 86 
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Cash Receipts Book 


Date 

Explanation 

Cash 

Debit 

Sales 

Discount 

Accounts 

Receivable 

Credit 

Sales 

Credit 

Dec 1 

Balance 

$51,266 10 




1 

The Ammon Co 

1,688 54 

$ 39 56 

$ 1,728 10 


2 

Imwall and Imwall Co 

1,961 83 

60 67 

2,022 50 


3 

The Ammon Co 

302 00 

6 16 

308 16 


4 

Cash Sales 

2,865 14 



$ 2,865 14 

7 

Houghton Sales Co 

4.762 80 

97 20 

4.S60 00 


9 

Byers Mfg Co 

1,482 31 

61 76 

1,544 07 


10 

The Ammon Co 

943 25 

1925 

962 50 


1 1 

Cash Sales 

3,105 84 



3,105 84 

14 

1 Jamestown Mdse Co 

1,193 86 

24 36 

1,218 22 


15 

Imwall and Imwall Co 

614 64 

12 54 

627 18 


16 

Freeman Co 

91 1 45 

28 80 

940 25 


17 

Jamestown Mdse Co 

707 92 

14 44 

722 36 


18 

Cash Sales 

2,559 60 



2,559 60 

20 

Houghton Sales Co 

818 50 

16 70 

835 20 


21 

Imwall and Imwall Co 

1,336 98 

27 28 

1,364 26 


22 

Cameron Supply Co 

a.026 20 

63 80 

3,090 00 

I 

23 

Houghton Sales Co 

2,966 33 

62 57 

3,028 90 


24 

Cash Sales 

2,994 41 



2.994 41 

27 

Imwall and Imwall Co 

846 07 

18 28 

864 35 


28 

Great Northern Stores 

216 17 

441 

220 58 


29 

The Ammon Co 

3,496 07 

71 35 

3,567 42 


30 

Freeman Co 

388 21 

16 16 

404 37 


31 

Cash Sales 

1,82413 



1,824 13 



$41,012 25 

$645 29 

$28,308 42 

$13,349 12 


THE AMMON COMPANY 


Date 

Explanation 


Debit 

Credit 

Balance 

Nov 10 

15 

16 
24 

Dec. 1 

1 

3 

8 

10 

13 

26 

29 

Mdse 

Mdse 

Cash 

Mdse. 

Cash 

Mdse 

Cash 

Mdse 

Cash 

Mdse 

Mdse. 

Cash 

1 

$ 489.00 
1,728 10 

308 16 

962.50 

767 42 

2,800 00 
1,305 81 

$ 489 00 

1,728.10 

308 16 

962.50 

3,567.42 

$ 489 00 
2,217 10 

1.728 10 
2,036 26 

1 308 16 

1 1,270 66 
962 50 

1.729 92 
767 42 

3,567.42 
4,873 23 
1,305 81 


BYERS MANUFACTURING COMPANY 


Date 

Explanation 


Debit 

Credit 

Balance 

Nov. 1 

3 

5 

28 

29 

Dec. 2 

4 

9 

16 

18 

31 

Balance 

Mdse 

Mdse 

Mdse. 

Cash 

Mdse. 

Mdse 

Cash 

Mdse. 

Mdse. 

Mdse. 

I 

$1,000 00 
800.00 
200.00 

818 77 
725 30 

551.80 
1,799 10 
459 60 

$2,920 00 

1,544.07 

$ 920 00 

1.920 00 
2.720 00 

2.920 00 

818 77 
1,554.07 

551.80 
2,350 90 
2,810 50 

1 
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CAMERON SUPPLY COMPANY 


Date 

Explanation 


Debit 

Credit 

Balance 

Oct 28 

Mdse. 


$ 806.00 


$ 806 00 

Nov 15 

Mdse 


214 00 


1 ,020 00 

29 

Mdse 


770 00 


1 ,790 00 

Dec 3 

Mdse 


1 ,400 00 


3,090 00 

22 

Cash 


$3,090 00 

30 

Mdse 


1,333 92 


1,333 92 



FREEMAN 

COMPANY 



Date 

Explanation 


Debit 

Credit 

Balance 

Dec. 7 

Mdse 


$ 904 25 


$ 904.25 

16 

Cash 


$904 25 

21 

Mdse 


404 37 


404 37 

23 

Mdse. 


2,468 24 


2,872 61 

30 1 

1 

Cash 



404 37 

2,468 24 


GREAT NORTHERN STORES 


Date 

Explanation 


Debit 

Credit 

Balance 

Dec 9 

Mdse 


$ 220 58 


$ 220 58 

17 

Mdse. 


805 00 


1,025.58 

24 

Mdse. 


91095 


1,936 53 

28 

Cash 



$220 58 

1,71595 

29 

Mdse. 


875 38 


2,591 33 


HOUGHTON SALES COMPANY 


Date 

Explanation 


Debit 

Credit 

Balance 

Nov 30 

Mdse. 


$4,860 00 


$4,860 00 

Dec 7 

Cash 



$4,860 00 

10 

Mdse. 


835 20 

835 20 

15 

Mdse. 


3,128 90 


3,864 10 

20 

Cash 


835 20 

3,028 90 

23 

Cash 



3,028 90 

27 

Mdse. 


1,948.50 1 

1 ,948.50 


IMWALL AND I M WALL COMPANY 


Date 

Explanation 

1 

i 

Debit 

Credit 

Balance 

Nov. 23 

Mdse 


$ 2,022 50 


$ 2,022 50 

Dec 2 

Cash 



$2,022 50 


6 

Mdse 


627 18 


627.18 

1 1 

Mdse 


1 ,364 26 


1,991 44 

15 

Cash 



627.18 

1,364 26 

20 

Mdse 


864.35 


2,228 61 


Cash 



1,364.36 

864 35 

25 1 

Mdse 


872.72 


1,637.07 

27 

Cash 



864 35 

872 72 
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JAMESTOWN MERCHANDISE COMPANY 


Date 

Explanation 


Debit 

Credit 

Balance 

Nov. 27 

Mdse 


$1,218.22 


$1,218 22 

Dec. 14 

Cash 


$1,218 22 

14 

Mdse. 


722 36 

722 36 

17 

Cash 



722 36 


28 

Mdse. 


628.40 


! 628 40 


2 2. The Mason Construction Company is engaged in business as a 
general contracting company, specializing in the construction 
of large office buildings in metropolitan areas. You have per- 
formed the annual audit of the company for the last six years. 
In the audit for the current year just ended, you discover six 
canceled cheques totaling $120,000 payable to the assistant 
treasurer of the company and indorsed by him. The vouchers 
supporting these six cheques are investigated, they are likewise 
made payable to the assistant treasurer and are chargd to Ad- 
vertising Expense. The only other items in the Advertising 
Expense account are small sums totaling $2,500 for advertise- 
ments in trade journals and local periodicals. You then ques- 
tion the assistant treasurer who points out to you that the 
vouchers were properly drawn and approved. The treasurer 
states the same thing. The president simply repeats the state- 
ments of the ti*easurer and assistant treasurer. All three of 
these officials request that you make no adjustments and that 
you show the $120,000 as Advertising Expense. 

You conclude and rightly that the $120,000 must have been 
used to promote the signing of one or more contracts. You 
decide further to show the $120,000 as Advertising Expense, 
and you also decide to comment, in your report, upon the fact 
that cheques totaling $120,000 had been made payable to the 
assistant treasurer. 

Discuss the correctness of your conclusion. 



Chapter VIII 
RECEIVABLES 


Notes and Acceptances Receivable 

Notes are divided into trade and nontrade notes, each class 
of which may be secured with collateral or merchandise or 
which may be unsecured. Nontrade notes usually arise from 
loans made to olScers and employees, from the disposition of 
fixed assets and from notes of affiliated companies. Officers’ and 
employees’ notes are seldom secured. Trade notes are con- 
sidered a better asset than accounts receivable by some and a less 
desirable asset by others. If a note is the result of the conversion 
of an open account which is past due, then the note is a less 
desirable asset than any good account receivable. The fact 
that a note is an unconditional written promise to pay is 
meaningless if the creditor cannot liquidate his indebtedness; 
the average business man is not particularly interested in bringing 
suit for note collection or in disposing of collateral. If the note 
or acceptance is taken in the ordinary and usual course of busi- 
ness, as is common in large equipment and machinery sales, and 
is not an open account conversion, then it is a better asset than 
the account receivable, as it is a written evidence of indebted- 
ness. In addition to this, notes are more easily and reasonably 
discounted than accounts in the event that borrowing is neces- 
sary and are also often accepted, after indorsement, by trade 
creditors as payment on accounts. Industries differ in the extent 
to which they use notes and acceptances as opposed to open 
accounts.. 

Trade Acceptances 

A trade acceptance is a time draft drawn by the seller of 
merchandise or service on the buyer. It is “accepted” by the 
buyer and is payable at a designated place on a specified date. 

135 
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In order to be negotiable, trade acceptances are usually made 
payable to a definite person or company. Today it is common 
to use a trade acceptance where formerly an open account sale 
was made. The trade acceptance thus gives the seller the oppor- 
tunity to finance himself by the ready discount of the paper. 
Trade acceptances (and notes received on the sale of mer- 
chandise) are eligible for rediscount at a Federal Reserve Bank. 
A banker’s acceptance is a draft, the acceptor of which is a 
bank. The bank thus extends credit to buyers, usually upon 
security. Bankers’ acceptances are not used as frequently as 
notes and trade acceptances. They are used principally in the 
financing of extremely large transactions and in foreign trade. 
Bank drafts are practically always sight drafts when used do- 
mestically. 

Auditing Procedure 

It is desirable, although not necessary, to count notes and 
acceptances receivable early in the audit along with cash, 
although the audit of these other items may not be conducted 
until later The same auditing procedure is followed for both 
notes and acceptances. The auditor should obtain from the 
client a list of the notes and acceptances as of the close of the 
fiscal period. The list should show the name of the maker or 
acceptor, date of the note, date of original indebtedness, due 
date, indorsers or drawers, amount of the note, interest rate, 
payments made on the note, balance due and collateral held. 
All these data presented by the client are placed in the audit 
worldng papers, plus information pertaining to interest accruals, 
renewals and remarks in general. 

The list of notes presented constitutes the trial balance of 
notes receivable and is verified against the subsidiary notes 
receivable accounts or the note register, if one is kept. The 
footings of notes receivable trial balances must be verified by 
the auditor. The sum of the subsidiary accounts must be in 
agreement with the general ledger controls. Entries in the 
Notes R.eceivable controlling account usually come from the 
note register, the cash book and the general journal. The post- 
ings should be checked by the auditor, and the balance of the 
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notes receivable accounts should be verified by scrutinizing the 
balance to see that they are in agreement with the presented 
lists. 

The notes are collected by the auditor, checked against the 
lists, and the lists are checked against the subsidiary accounts 
and the registers. Notes should be examined at the same time 
that cash is counted so that shortages either in cash or in notes 
cannot be covered by dishonest employees. When the notes 
are collected by the auditor, his objects in obtaining them are 
to check the correctness of entries in the records and to verify 
the existence of the notes. Notes and acceptances will be: on 
hand, out for collection, m the hands of an attorney, bank or 
collection agency, discounted; pledged as collateral; renewed, 
or collected since the balance sheet date. The notes are verified 
by inspection if all of them are on hand at the end of the 
accounting period. If the notes are discounted, out of the office 
as collateral for loans or in the hands of lawyers or collection 
agencies for collection, they are verified by obtaining written 
confirmation from the holders. If the audit is made after the 
close of the period, transactions for the interim period must be 
verified in the books of original entry and traced to the ac- 
counts; the transactions will involve either full payment, partial 
payment or renewal. If full payment has been received, the 
notes will not be present, and cash receipt book entries are 
examined. Confirmations must be obtained from note cus- 
todians as of the end of the accounting period. 

In inspecting the notes on hand, the auditor should investi- 
gate and understand the source of the notes to be certain that 
they are not fictitious. He must watch note dates carefully so 
that overdue notes are not included. Overdue notes, dishonored 
and protested, should be charged back to accounts receivable, 
together with any accrued interest, protest fees and collection 
expense. As soon as uncollectibility is established, the overdue 
note is written off to the reserve for bad debts. Past-due notes 
receivable have lost their negotiability and are similar to ac- 
counts receivable, with the exception of their written evidence 
of indebtedness. It sometimes happens that a due note is un- 
collected at the balance sheet date but is collected before the 
audit operation. The collection of the note is proof of its col- 
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lectibility for balance sheet date purposes, but such collection 
must be checked by tracing the cash received into the bank 
deposits. 

In examining the notes, the auditor must watch indorse- 
ments, and he may even want to obtain information concerning 
the credit ratings of both the maker and the indorsers. The 
auditor is not responsible for the validity of signatures and 
indorsements, but if he is suspicious, the client should be in- 
formed of his suspicions of irregularity. All former credit and 
collection experience with the maker of the note should be 
investigated by the auditor to ascertain whether the present 
experience will result in a bad note. If the notes are demand 
notes, the auditor should investigate and note on his working 
papers the arrangements for the payment of the principal. The 
payee of a note receivable is the client, and the note should be 
made payable to him or indorsed to liim. 

With respect to obtaining conjSrmation of notes receivable, 
it is not considered necessary if the notes are on hand and 
appear regular and if a good system of internal check is in 
operation. If confirmations are desired, the replies are mailed 
directly to the auditor. Confirmations must always be obtained 
for notes out as collateral, for discount or for collection. The 
confirmations are included in the working papers (see Forms 
12 and 13). Notes discounted indicate cash transactions which 
must be watched by the auditor to prevent fraud. Cash re- 
ceived from notes receivable discounted should be traced to the 
cash book the same as cash received as loans or notes payable. 
Information concerning loan collateral and discounted items 
appears in the certificate from the bank. 

If the client has taken collateral as security for the notes, it 
is examined by the auditor, and remarks pertaining thereto are 
made in the working papers. Collateral takes the form of trust 
receipts, warehouse receipts, securities, notes, insurance policies 
and liens against assets. The current market value of collateral 
securities must be checked to insure their adequacy. This is 
especially true of collateral against notes that appear to be 
doubtful. The genuineness of chattel and the registration of 
the mortgage when required by state law might be investigated 
in order to determine security, when necessary. 
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Renewed notes should be carefully investigated and collec- 
tion possibilities discussed with the chent. A renewal of a note 
is usually an unhappy indication, and the auditor must be cer- 
tain that the reserve for bad debts is sufficiently large to take 
care of any possibilities of collection failure. Notes out for 
discount must also be discussed with the client regarding their 
collection possibilities. 

Notes Receivable Discounted 

Notes or acceptances receivable discounted are very seldom 
handled in a correct accounting manner by the discounting 
company. Most companies credit notes receivable directly; 
some then place a footnote to the balance sheet stating the 
amount of the contingent liability created by discounting, while 
others do not mention the matter. By these methods the note is 
treated as though it were paid; this inaccurate statement does 
not show the contingent liability in the accounts. The correct 
way to show notes receivable and notes receivable discounted 
on a balance sheet is as follows: 

Notes (or Acceptances) Receivable $100,000.00 

Less: Notes Receivable Discounted 20,000.00 $80,000.00 


Thus a true picture of conditions is presented. When the 
$20,000.00 of notes receivable are discounted. Cash and Dis- 
count Expense are charged, and Notes Receivable Discounted 
is credited. If the maker of the note remits directly to the bank 
at maturity, the discounting company debits Notes Receivable 
Discounted and credits Notes Receivable, at maturity date. If 
the maker remits to the payee (which probably will not happen, 
because the payee cannot dehver the paid note), the latter debits 
Cash and credits Notes Receivable; then he debits Notes Re- 
ceivable Discounted and credits Cash to record the reduction 
of his bank balance by the bank. Notes Receivable Discounted 
is an asset valuation account. This treatment correctly accounts 
for all transactions, eliminates balance sheet footnotes and shows 
a true condition in the balance sheet. When a note is dis- 
counted, a notation to that effect is made in the note register 
and the notation changed to “paid” upon payment of the note. 
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If a note receivable is given to a creditor instead of being dis- 
counted at a bank, the accounting treatment is the same as that 
presented above. The only condition under which Notes Re- 
ceivable is credited directly upon discount of a note is in the 
event that the note is indorsed “without recourse.” When notes 
are handled as outlined here and are dishonored, good account- 
ing treatment dictates that the dishonored note be charged back 
to the Accounts Receivable account. The complete entry is: 

Accounts Receivable xx 

Notes Receivable Discounted . . . . xx 

Cash (or Accounts Payable) xx 

Notes Receivable . . . . xx 

Balance Sheet Classification 

In presenting the balance sheet, the auditor must exercise 
care so that notes and acceptances are correctly shown. Trade 
notes and trade acceptances may be shown separately or to- 
gether as current assets, followed by the valuation account 
Notes Receivable Discounted (or Trade Acceptances Dis- 
counted) . If the auditor follows the theory that notes maturing 
after one year are not current assets, then those notes should 
be segregated under Investments. Nontrade notes are shown 
separately from trade notes in the balance sheet as current assets 
or investments, depending upon their nature and the circum- 
stances of the case. Most concerns do not use a reserve for 
uncollectible notes, but if it does appear, its adequacy must be 
watched and the reserve shown as a subtraction from the asset 
in the balance sheet. 

Certificate of Notes and Acceptances Receivable 

As a measure of self-protection, some auditors obtain a cer- 
tificate from the client to the effect that “Notes and Accept- 
ances Receivable of f as of December 31, 193 A are 

collectible in full, subject to a reserve of $ ” The 

client signs the certificate, and it becomes one of the working 
papers. However, this certificate does not reduce the auditor’s 
responsibility for verification of this asset. 
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Interest 

In preparing his working papers, the auditor must compute 
prepaid and accrued interest and interest expense in the event 
of discounted notes. Most trade notes bear interest; a great 
many nontrade notes do not; trade acceptances do not bear 
interest. Interest accumulations on demand notes must be 
checked, as some demand notes do not indicate interest. When 
demand notes are due a bank, the bank sends a bill for the 
interest. Interest accrues daily on all notes, and in bank audits 
an analysis of the interest accounts is of utmost importance. 

Accounts Receivable 

Accounts receivable are classified as trade or nontrade. 
Trade accounts receivable arise in the normal course of busi- 
ness; nontrade accounts receivable arise from amounts due from 
such sources as officers, employees, stock subscriptions, deposits 
on bids, branch receivables, agency receivables, uncompleted 
contracts, approval sales, future delivery contracts, intercom- 
pany receivables, sales of fixed assets and a variety of other 
miscellaneous sources. When speaking generally of accounts 
receivable, most accountants refer to trade accounts, and in that 
sense accounts receivable are treated here. Before auditing ac- 
counts receivable, the auditor must be familiar with general 
business conditions, the peculiar conditions surrounding the 
client, the organization and efficiency of the credit department 
of the client, the nature of the products sold, the sales policies 
and the credit terms granted buyers. 

Care must be exercised in auditing accounts receivable be- 
cause of fraudulent possibilities existing in their manipulation 
and because normal liquidation of an account receivable results 
in a cash receipt. Lapping, a method of account receivable 
manipulation, may be practiced; accounts may not be entered 
in the ledgers; they may be understated; credits may be fic- 
titious; the accounts may be fictitious. All of the methods used 
to cover fraud from these sources were discussed in Chapters 
VI and VII. 

In starting the audit of accounts receivable, the auditor ob- 
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tains as of the balance sheet date, a trial balance of the sub- 
sidiary account receivable ledgers from the client. If accounts 
receivable other than trade accounts are included, they must 
be reclassified so that a false accounts receivable position is not 
shown. The trial balance thus obtained is footed and the total 
checked to the controlling account to prove its correctness. 
The individual balances appearing in the trial balance are 
checked against the subsidiary ledger balances. The balances 
of the subsidiary accounts in the subsidiary ledger are verified. 
This is usually in the nature of a test verification for selected 
portions of the subsidiary ledgers or is performed by scrutiny; 
and it may be that the total subsidiary ledger verification is 
not a part of the audit. The total of the trial balance should 
agree with the general ledger control balance. If the control 
and the subsidiary accounts are out of agreement, the client 
should be asked to locate the difference, and correction entries 
are prepared. If the client cannot locate discrepancies and the 
auditor is not hired to do so, the differences are mentioned in 
the audit report. The client should be encouraged to reconcile 
subsidiaries and controls once a month. Errors can then be 
allocated to a certain month, and much time can be saved in 
reconciling. When controls are greater than the sum of sub- 
sidiaries, the possibilities of fraud are present, due to posting 
to the control and not posting to a subsidiary. Of course, a 
fictitious debit is made to some account when cash should be 
debited. Money to be received depends upon subsidiary ac- 
counts and not upon controls, and subsidiary accounts must 
be good or a loss has to be brought on to the books. If the 
control and subsidiary ledgers are out of agreement, the total 
of the subsidiary ledger is the amount used for balance sheet 
purposes. When the audit is performed after the balance sheet 
date, payments received subsequent thereto are noted in the 
trial balance of the subsidiary accounts receivable. Cash of 
material amounts shown by the subsidiary ledger accounts to 
have been received after the close of the fiscal period must be 
traced into the cash book and thence to the bank. Any credits 
of material amount to the subsidiary accounts other than cash 
must be investigated carefully, as it may be an indication of 
irregularities. 
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Validity . — ^The validity of the accounts receivable must now 
be established. Entries in the accounts receivable accounts, both 
control and subsidiaries, arise from the general journal, the cash 
books, the sales books or summaries, the sales returns and allow- 
ances book and the notes receivable register. In any audit, 
entries made in the controlling Accounts Receivable account 
are checked against the posting totals from these books of orig- 
inal entry after the entries in the journals have been verified 
and footed. In a detailed audit, and in a balance sheet audit 
if the system of internal check is poor or if mistakes are ap- 
parent, postings from the books of original entry to the sub- 
sidiary accounts are tested toward the end of the period and 
for several days in the new period in order to watch sales and 
collections and to prevent the inclusion of fictitious accounts. 
In doing this, invoices, credit memos, journal vouchers, and 
so on, are used as the original data and are traced to the afore- 
mentioned books and from these to the subsidiary accounts, 
with particular emphasis upon watching debit entries giving 
rise to accounts receivable credits. Shipping records are also 
examined and compared with invoices to detect fictitious ac- 
counts; receiving room records are examined for returned 
goods, and the auditor must see that the credit has been passed 
to the account receivable so that the receivables are not over- 
stated. No definite rules of extent and procedure can be for- 
mulated for the verification of subsidiary postings, as this 
depends upon the type of audit, the system of internal check 
with respect to cash and accounts receivable and the errors 
brought to light. In any event, the auditor must attempt to 
determine that the accounts are those of bona fide customers 
and are not fictitious accounts set up to be written off later, 
with the consequent misappropriation of cash. 

The auditor must check to see that sales books and cash 
books are closed promptly at the end of the period. Numerous 
instances arise in which sales books and cash books are kept 
open in order to present a more desirable showing. Checking 
against shipping records and duplicate invoices usually discloses 
this practice with respect to the sales book. Credits to the 
accounts receivable after the close of the period, when the cash 
book has been kept open, will have been discovered in the audit 
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of cash. If sales are entered, but if inventory is not reduced at 
the end of the period owing to the fact that shipment will not be 
made until later, a padded position is shown, and fraud may be 
intended in order to bolster a weak financial condition. 

In examining the accounts receivable, tests of discounts taken 
by customers are made; this may also be done when the cash 
is audited. Cash discounts may be overstated in the records and 
the cash misappropriated. This type of fraud is brought to light 
by testing discounts and by matching receipts and deposits, 
when receipts are by cheque. Any discount over 2 per cent 
is commonly looked upon as a trade discount, but frequently 
the auditor discovers cases in which discounts of 7 and 8 per 
cent are treated as cash discounts. He must investigate prac- 
tices in these directions and discuss procedure with the client. 
If such excessive discounts are allowed, then a reserve for dis- 
counts must be set up based on the estimated amount of dis- 
counts to be taken by customers on their year-end balances. 

If merchandise is out on consignment to agents or to cus- 
tomers, consignment accounts should be kept, and the amounts 
charged out are not accounts receivable. The merchandise is 
owned by the consignor and should be included in his inven- 
tory. The auditor must examine consignment records and must 
examine accounts receivable to see that consignments-out are 
not included. 

C.O.D. accounts arise when such terms are granted a cus- 
tomer or when an old customer is slow in paying and is placed 
on that basis. Normally, collections from C.O.D. sales are re- 
corded the day after delivery; if any other condition exists, the 
auditor should examine the circumstances. However, such ac- 
counts are trade accounts receivable as of the balance sheet date. 

Confirmation of Accounts. —In some audits, the balances of 
accounts receivable are confirmed by correspondence with all 
the debtors or -with a sufficient number to insure accounts re- 
ceivable accuracy. Confirmations are desirable if the system of 
internal check is poor, if fraud is suspected or if the audit is 
for credit purposes, so that the balance sheet will not have to 
be qualified in the certificate. Arrangements for confirmations 
are made with the client. Beyond a doubt, direct confirmation 
IS the most perfect way of determining account balances and 
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of detecting irregularities. If the s);"stem of internal check is 
good, direct confirmation is seldom used. The only objections 
to the method are the time involved and the relatively low 
percentage of replies received. Another objection sometimes 
offered is the reaction of the customers, because some of them 
think they are receiving a special request for payment. If a 
good customer is angered, the method is disadvantageous; if a 
customer remits and is not angered, it is an advantage, par- 
ticularly if the customer is normally slow to pay his obligations. 
In obtaining confirmations, the staff of the client prepares the 
account balances, and the auditor compares the prepared bal- 
ances with the accounts, amounts, names and addresses. The 
auditor then mails the requests for confirmation directly to the 
debtor, enclosing an envelope for reply. Upon their return 
directly to the auditor, replies are checked against the list of 
accounts receivable. Frequently confirmation requests are sent 
along with the monthly statements. If a reply is not received 
in a reasonable time, a second request for confirmation is sent. 
If no reply is forthcoming after the second request, the auditor 
may reasonably assume that no differences exist between the 
balance according to the client and that according to the debtor 
and that the account is correct; however, this assumption does 
not excuse the auditor from an examination of the composition 
of the accounts. When differences do exist between client and 
debtor, they usually take the form of (i) charges for mer- 
chandise shipped at the end of the period which were not re- 
ceived by the debtor until after the end of the period; (2) cash 
payments made by the debtor and not received by the client 
until after the close of the period; (3) returned merchandise 
either not received or not credited after the close of the period; 
(4) disputed items such as allowances, damages, etc.; (5) manip- 
ulation of the accounts on the books of the client. Any differ- 
ences between debtor and creditor balances are investigated, and 
the matter is discussed with the client in order to arrive at the 
correct accounts receivable balance. 

Confirmations take many forms, from a rubber stamp at- 
tached to a monthly statement up to a formal letter requesting 
a reply. A reply is always desirable, since evidence of attention 
to the request is secured. Some auditors have their own con- 
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THE SMITH MANUFACTURING COMPANY 
St. Louis, Missouri 


January 10, 193B 

The Marion Company, 

Marinette, Wisconsin. 

Gentlemen 

In connection with our annual audit, please send Moore 
and Moore, 2 E Fourth Street, Cincinnati, Ohio, our audi- 
tors, information as to the condition of your account as 
of December 31, 193 A. 

Our records show a balance of $1,416.18 as of December 
31, 193 A. Please affirm below, and also note any differences 
between our books and yours. 

A self-addressed envelope is enclosed for your convemence. 
Thank you for your courtesy. 

Very truly yours, 


J. T. Flinn, Treasurer, 
The Smith Mfg. Co. 

JTF/ds 


REPLY: 


Form 12 — Request for Positive Confirmation 
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MOORE AND MOORE 

CERTIFIED PUBLIC ACCOUNTANTS 

2 East Fourth Street 
Cincinnati, Ohio 


The Marion Company 
Mannettey Wisconsin 

gentlemen: 

WE ARE AUDITING THE RECORDS OF THE 

Smith Mami-facturmg Company y St. LouiSy Missoiiriy 

AS OF December 5/, _^YOUR ACCOUNT SHOWS A BALANCE OF 

$ly4l6.l8 QP PLEASE COMPARE THIS WITH YOUR 

RECORDS AND REPORT TO US ON THE FORM ATTACHED BELOW. 

VERY TRULY YOURS, 

MOORE AND MOORE. 

APPROVAL OF CLIENT C. Hall Smith 


- detach here 


MOORE AND MOORE, 
2 East Fourth Street, 
Cincinnati, Ohio. 


GENTLEMEN: 


OUR ACCOUNT WITH THE 

AS OF December 31, 193A 


Smith Manufacturing Company 


SHOWS A BALANCE OF 


THE DIFFERENCES BETWEEN OUR BALANCE AND 


THAT OF THE 


Smith Manufacturing Company 


IS ACCOUNTED FOR AS FOLLOWS: 


NAME: 


The Marion Company 


Form 13 — Positive Confirmation Blank 
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firmation request forms printed, while others draft a letter on 
the letterhead stationery of the client. Some auditors prefer 
a positive confirmation, in which they have the debtor write in 
both the account balance according to his books and also any 
exceptions to the balance shown by the creditor client. Other 
auditors prefer a negative confirmation, in which a reply is 
requested only in the event of a discrepancy. Forms 12, 13 and 
14 arc examples of confirmation forms. 


PLEASE EXAMINE THE BALANCE 
OF YOUR ACCOUNT ON THE 
ATTACHED STATEMENT. IF IT IS 
NOT CORRECT, PLEASE NOTIFY 
OUR AUDITORS AND EXPLAIN 
ANY DIFFERENCES. 

Moore and Moore, 

Certified Public Accountants, 

2 E. 4th Street, 

Cincinnati, Ohio. 


Form 14 — Negative Confirmation 


Forms 1 2 and 1 3 are long in form, but either of them is easily 
convertible to a short positive form. Form 14 is a short negative 
form, readily convertible into a long negative form. 

Collectibility . — ^The auditor must determine the collectibility 
of the accounts receivable so that statements may be correctly 
prepared and accounts correctly maintained. One method cif 
determining collectibility is to inspect and investigate the ac- 
counts, noting all evidences of bad debts. Another method used 
to determine collectibility is to age the accounts. Aging refers 
to the classification of unpaid accounts receivable according to 
their time outstanding, to determine the collectible condition 
of the individual accounts and the amount necessary for the 
reserve for bad debts. After thoroughly understanding the 
credit terms granted by the client and the general sales policies 
and nature of the business, the auditor is in a position to age 
the accounts. Frequently the aging is done by the client and 
the analysis presented to the auditor for his comments on the 
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accounts, the reserve for bad debts and the operating efficiency 
of the credit and collection department. When accounts are 
aged, it is common practice to record in the aging schedule of 
the accounts receivable working papers data pertaining only 
to the noncurrent accounts. It is useless work to record cur- 
rent accounts, as no action applies to them. As the accounts 
are inspected, it is easy to determine whether or not they are 
current. Examine the working paper. Form 15, and the illustra- 
tion for accounts receivable appearing at the end of the book. 
In an analysis of this nature, the credit terms determine the 
time intervals to be used in aging the accounts. If normal credit 
terms are 2/ io/n/30 in the illustration in Form 15, then $244.00 
of the account of ABC is overdue at the end of the period. 
Evidently the audit in this case is made after the close of the 
accounting period, as shown by the fact that the account of 
PQR, falling in three time intervals, is paid on January 10, 193B. 
In aging accounts receivable after the close of the period, the 
auditor examines interim entries to determine if collectibility 
is thereby affected. The “remarks” column should contain ref- 
erence to any incompleteness of data and to anything else of 
a nature pertinent to the audit. For instance, long overdue 
accounts may appear in the analysis. Investigation may prove 
that the account is being slowly liquidated; or it may happen 
that an item is in dispute (note the accounts of DEF and JKL). 
If items are in dispute, they should be discussed with the client 
to try to secure an insight into their probable collectibility. In 
preparing the balance sheet it is good, but infrequent, practice 
to show trade accounts as: 

Current I 

Past-Due I 

Some companies use a suspense accounts receivable ledger 
and a Suspense Accounts Receivable controlling account, trans- 
ferring to the suspense ledger all accounts that are in litigation 
and others that do not appear probable of collection. The audi- 
tor must watch credits to any account receivable, and he must 
particularly watch noncash credits, as fraudulent possibilities 
are great, as pointed out in a preceding chapter; he must be 
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especially watchful of credits to accounts placed in the suspense 
accounts receivable ledger if one is used and to all old accounts 
previously thought to be uncollectible if a suspense ledger is not 
used. Noncash credits should be supported by vouchers, and 
a charge to the reserve for bad debts must always bear proper 
official authorization. 

Credit Balances . — ^If credit balances occur in any of the ac- 
counts receivable, these balances are actually accounts payable 
and are to be shown among the current liabilities. The credit 
balances in accounts receivable may be liquidated or they may 
be eliminated by future sales, bur for balance sheet purposes 
they are not to be deducted from the accounts receivable gross. 
The auditor should investigate credit balances to determine their 
legitimacy, as credit balances often arise through postings to 
wrong accounts. 

Nontrade Accounts Receivable . — ^In the event of nontrade 
accounts receivable due from officers, employees, contract ad- 
vances, salary advances, branch receivables, uncompleted con- 
tracts, and so on, each is shown separately on the balance sheet 
and should not be kept among the trade accounts receivable. 
Many nontrade accounts receivable are not current assets but 
are investment or “other” assets. The auditor must always fully 
investigate the collectibility of nontrade accounts receivable, as 
many permanent loans are financed through this medium. Im- 
proper credits to these nontrade accounts receivable must be 
carefully watched. 

Stock Subscriptions . — Unpaid stock subscriptions may or 
may not be evidenced by notes. Stock subscriptions receivable 
may be treated as a current asset or shown as a deduction from 
capital stock. Much argument exists among accountants as to 
where this relatively unimportant and infrequent item should 
be shown. If the conditions show that the subscriptions are 
being paid or will be paid shortly, there is no objection to show- 
ing the subscriptions as current assets, but the valuation method 
is better; if the conditions show that the intent is not to liqui- 
date the subscriptions, then they should be subtracted from 
the correct class of capital stock. The account balances should 
be verified and collectibility determined in a manner similar 
to that adopted for any nontrade receivable. 
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Affiliated Co?npa?iy Accounts Receivable . — Accounts re- 
ceivable from affiliated companies should be shown separately 
on the balance sheet, even though the sales giving rise to the 
accounts are made in tlie regular course of business. This class 
of accounts may be current or investment assets, depending 
upon the nature of the transaction. In a consolidated balance 
sheet, accounts receivable from subsidiary companies are elimi- 
nated against the accounts payable to the subsidiaries. If a con- 
solidated balance sheet is not prepared, a Subsidiary Accounts 
Receivable account is shown in the balance sheet. Auditing 
procedure is not different for affiliated accounts receivable. 
Balances due from subsidiaries either on investments and ad- 
vances to the subsidiaries or current receivables from the sub- 
sidiaries are confirmed by direct communication. Also, credits 
to this account for returns or for allowances following the 
close of the period must be carefully investigated, as the possi- 
bilities for fraud on the public are much greater here. 

Assigned Accounts Receivable . — ^When a company is in an 
extremely weak financial condition, it sometimes discounts or 
sells its accounts receivable to a finance company, guaranteeing 
the latter full payment in the event of uncollectibility. This 
type of financing comes at a very expensive figure to the as- 
signor, owing to the high rate of discount. Whenever the ac- 
counts have thus been conditionally sold or assigned, the auditor 
obtains a certificate from the assignee giving (i) the balance 
of the outstanding assigned accounts, (2) the amount advanced 
and (3) the amount withheld. In the event of outright or con- 
ditional sale, there is no remaining equity for the selling com- 
pany. The accounting for assigned accounts receivable is similar 
to that for notes receivable discounted. The balance sheet must 
always show assigned notes thus: 

Accounts Receivable Assigned $46,000.00 

Proceeds 41400.00 

Equity in Accounts Receivable (or Receiv- 
able from Assignee) $4,600.00 

The reserve for bad debts is subtracted from the $4,600 remain- 
ing equity, but the reserve should be large enough to cover 
possible losses on the entire $46,000. Companies selling on the 
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installment plan are the only class of concerns that ordinarily 
sell accounts receivable; the assignment of accounts m any other 
company is a bad financial sign. If accounts receivable are 
pledged as security for a loan, the loan is shown as a liability 
and the amount of pledged accounts receivable shown as ac- 
counts receivable in the assets. 

Installment Accounts Receivable 

In auditing installment accounts receivable, the method of 
verification for the validity and balance of the account is the 
same as that for any account receivable. In addition, the audi- 
tor must verify the form of the installment sales agreement to 
see that payment conditions are fulfilled. Delinquent install- 
ments must be looked for and reported on. The method used 
to follow up collections must be understood. The accounting 
methods used in the handhng of foreclosures of chattel mort- 
gages and repossessions must be investigated, and the method 
used in the evaluation of repossessed goods must be verified. 
In order to judge effectively the collectibility of installment 
accounts receivable, the cash collections each year divided by 
the average receivables for that year results in a ratio which 
indicates whether collections for any one year are progressing 
or regressing as compared with another preceding or subsequent 
year. Installment accounts receivable more than one year old 
may be shown separately in the balance sheet. 

Sales to Foreign Countries 

When sales are made to foreign customers and the sales 
are against open drafts, the possibility always presents itself of 
the draft not being honored. If such a case exists, an account 
receivable should not appear, but the transaction is handled on 
a basis similar to that of a consignment sale, and the goods are 
included in the inventory of the client. If payment has been 
received before delivery, this situation does not exist, and the 
auditor must watch records so that both the money received 
and the inventory are not included. When foreign accounts re- 
ceivable exist, original orders and shipping records are examined 
to determine validity, and investigation must prove that the 
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merchandise is in the hands of a foreign customer and not a 
foreign agent. 

Accrued Interest Receivable 

Accrued interest receivable arises in connection with notes, 
bonds, mortgages, etc., owned as investments or held as current 
assets. The auditor usually accrues interest in connection with 
the asset producing interest and then summarizes his interest 
calculations. He must determine the date to which interest has 
been collected; then he computes the amount for the period 
between that date and the balance sheet date. Interest receiv- 
able is a current asset and falls in the receivables section. 

Reserve for Bad Debts 

If the direct charge-off method of handling bad debts is not 
used, then a reserve for bad debts is created. The annual charge 
to bad debts expense is based upon total or charge sales or 
upon accounts receivable or is created as a result of aging the 
accounts receivable. In setting up a reserve for bad debts, the 
collection experience of the client must be taken into consid- 
eration. Usually, the most accurate reserves are the result of 
aging the receivables, as compared with creating the reserve 
on the basis of a percentage of sales or accounts receivable. 
Doubtful accounts should be discussed with the client before 
the auditor creates or adjusts the reserve. Some companies set 
up a reserve for bad debts separately for each fiscal year; if 
this procedure is followed, the auditor has an easier job of 
determining the adequacy of the reserve than he has if a blanket 
reserve is operated for all past years. Companies selling on 
the installment plan commonly use a reserve for each year’s 
accounts, based upon installment sales for each year. The rea- 
son for special methods for installment houses is that profits are 
based on collections. If, then, a 193 A account proves uncol- 
lectible in 194^? the 193-^ reserve is charged and accounts re- 
ceivable credited. The auditor must watch to see that the reserve 
for the correct year is charged. He must also check to see that 
the reserve for each year is adequate and that if all accounts 
are collected for any one year, any remaining balance in the 
reserve is closed to earned surplus. The auditor must check to 



Receivables 


155 


ascertain that all accounts receivable written off as uncollectible 
have been properly authorized; unauthorized write-offs should 
not be permitted, and the attention of the client should be di- 
rected to any if they exist. The auditor should examine all 
correspondence connected with the charge-off of any account 
receivable. If the client has a mixture of small and large ac- 
counts receivable and if he uses a percentage method to create 
his reserve, the auditor should inspect carefully the large ac- 
counts, as the loss of one of these might easily wipe out the 
reserve. The reserve for bad debts must be large enough to 
take care of potentially uncollectible notes receivable, notes re- 
ceivable discounted, hypothecated accounts receivable and non- 
trade receivables, unless a separate reserve is carried for each 
item. It sometimes happens that a debtor is constantly paying 
on the account but at the same time the balance is constantly 
increasing. This is a danger signal, and the auditor must realize, 
when he is providing the reserve for bad debts and discussing 
bad and doubtful accounts with the client, the probability of 
payments suddenly stopping. Often arrangements can be made 
to place this type of customer on a C.O.D. basis. 

Other Reserves 

Some companies set up reserves for allowances, reserves for 
rebates, reserves for discounts other than cash and reserves for 
freight. The auditor should verify reserves for allowances on 
the basis of past experience. Reserves for discounts are verified 
on the basis of available discounts tied up in the balance of 
accounts receivable at the end of the period. Reserves for 
freight are estimated on the basis of merchandise sold f.o.b. 
destination, wherein the customer pays the freight and deducts 
it from his remittance to the seller. The auditor must be satis- 
fied as to the adequacy of all reserves. The object of reserves 
for bad debts, allowances, discounts and freight is to charge 
expenses to the period in which the income is earned. 

Accounts Receivable in the Balance Sheet 

In the balance sheet for managerial purposes, accounts re- 
ceivable should be broken up between trade and nontrade and 
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the nontrade accounts receivable broken up as to their sources 
such as: offcers’ and employees’ accounts receivable; affiliate 
accounts receivable; stock subscriptions receivable; prepayments 
on contracts, etc. Reserves for bad debts, freight, discounts and 
allowances and accounts receivable discounted and pledged are 
subtracted from the total trade accounts and the balance of the 
receivables shown net. In published balance sheets, the ac- 
counts receivable may simply be shown net, as then competitors 
are not enabled to criticize on the basis of estimated bad debt 
losses or the lack of them. If accounts receivable are not properly 
broken up and subdivided, creditors and investors are misled, and 
the auditor is negligent in his duties. Credit balances are placed 
in the current liability section of the balance sheet. 

QUESTIONS AND PROBLEMS 

1. In verifying notes receivable, what procedure will you follow’ 

2. In your audit report, will you comment on renewed notes’ 

3- When should accounts receivable be verified in detail? 

4. If the auditor finds nontrade accounts receivable in the accounts 
receivable subsidiary ledger, what steps should he take’ 

5. You are auditing the books of the Haven Company. You sus- 
pect that accounts receivable have been assigned, but no rec- 
ords of the assignment appear on the books. How would you 
proceed in order to verify your suspicions’ 

6. In verifying accounts receivable, what procedure will you 
follow? 

7. You are auditing the accounts of an installment furniture com- 
pany which employs collectors. What will be your audit pro- 
cedure in ascertaining whether the collectors turn in all money 
collected? 

8. In the audit of a corporation, you find Personal accounts for 
several of the officers. They are in the nature of salary advances, 
are promptly liquidated, and all are current. How would you 
verify these accounts if you suspected an employee of taking 
cash and charging the account of some officer? 

9. Indicate four different ways of showing notes receivable dis- 
counted on a balance sheet. 

10. In an audit of receivables you discover that two officials have 
borrowed $75,000, each, from the corporation. What will 
you do? 

11. A client hands you a list of accounts receivable and says “These 
are bad.” Before writing them off, what evidences of uncol- 
lectibility would you demand? 
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12. Your client, the Oldhouse Company, has assigned $60,000 of its 
accounts receivable in order to secure a loan. 

{a) How is this shown on your balance sheet? 

(b) Suppose the Oldhouse Company fails before the loan is 
paid. Are the claims of other creditors affected? 

13. Under what conditions would you suggest securing confirma- 
tions of accounts receivable^ 

14 Design a working paper for the verification of stock subscrip- 
tions receivable. 

15. Consignment accounts totaling $75,000 are found in the 
accounts receivable ledger, and the consigned merchandise has 
been treated as a sale. Tlie rate of gross profit is 50 per cent. 

{a) How will you verify the accuracy of these accounts? 

{b) How will you be certain that there are no other consign- 
ment-out accounts in the accounts receivable^ 

(^) Prepare the necessary adjusting entries. 

16. The Renn Company transfers all past-due accounts to a Sus- 
pense ledger. Is it necessary to analyze this ledger, or is the 
verification of the adequacy of the reserve for bad debts suf- 
ficient evidence that additional work need not be done? 

17. Why is a controlling account for accounts receivable an aid to 
an auditor? 

18. You are on an audit and are instructed not to age or analyze 
the accounts receivable. How might you be reasonably certain 
that the reserve for bad debts is adequate^ 

19. The export company of Morris and Morris, Incorporated, is 
located in Philadelphia. In November of the current year, 
Morris and Morris shipped some rayon to the Serena Company 
in Rio de Janeiro, against open drafts. Owing to adverse finan- 
cial conditions, the Serena Company refused the goods. In 
your audit, early in January, you find an account receivable on 
the books of Morris and Morris from the Serena Company for 
$17,250, made up of the sales price of the rayon, $15,000, and 
$2,250 for insurance and freight. The cost of the merchandise 
to Morris and Morris was $9,500. The present Philadelphia mar- 
ket price is the same. There is no other market in South 
America for the rayon. Morris and Morris insist that the 
Serena Company will accept the rayon within a week or two. 
In preparing your balance sheet for certification, how will you 
treat this account receivable^ 

20. Your client, the Powell Manufacturing Company, had assigned 
$25,000 of its accounts receivable and had discounted $150,000 
of its notes receivable on December 27 of the current year. 
You started your audit early in January of the following year, 
and because Notes Receivable and Accounts Receivable had 
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been dnectly credited when the receivables were sold and dis- 
counted and because Mr. John Powell, president of the com- 
pany, had told you that the accounts receivable and the notes 
receivable would not be reclaimed by the company, you did 
not show the receivables sold and discounted in your state- 
ments, you made no comment on the situation in your report 
and you did not qualify your certificate. The remaining ac- 
counts and notes receivable in the possession of the Powell 
Manufacturing Company appeared to be current and col- 
lectible. 

The Powell Manufacturing Company took your statements 
and report to the Tenth National Bank on January 21 and 
received a loan of $200,000. The company then repurchased 
the $25,000 of accounts receivable from the Modern Finance 
Company and took up the $150,000 of notes receivable from 
the Eighth National Bank, where an account also was main- 
tained. The Tenth National Bank learned of this repurchase. 
The bank called you in and asked you why you did not show 
the situation as it existed on December 31 and also asked you 
if you considered yourself an ethical auditor. Reply to the 
banker. 

21. The Gulliver Company shows accounts receivable of $898,- 
245.16, as of December 31, 193 A, During the course of your 
audit of this company you note the following items: 

(a) Credit balances in trade accounts receivable equal $2,95 1 . 1 5. 

(b) Amounts due from employees are: 

(/) Lawrence Vogel, superintendent, $700.00. His salary 
is $800.00 per month, and he has suggested that de- 
ductions be made from his February and March pay 
cheques so that the $700.00 can be liquidated. 

(2) James Raster, former factory employee, $70.00. Ras- 
ter left the company November 17, 193 A. 

(3) Edgar Bridge, ofSce employee, $200.00. He has prom- 
ised to pay in full by April 10, 193B. 

(4) Erwin Rowe, factory employee, $90.00. Rowe orig- 
inally borrowed $150.00 and is paying $ro.oo per 
month. 

(j) Elliott Gull, president, $14,000.00. Gull has in- 
structed the treasurer to keep the amounts due him 
frorn dividends in the future until the $14,000.00 is 
liquidated. The company pays quarterly dividends 
on January, April, July and October 30. A dividend 
has not been passed in 10 years. 
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{c) Stock subscriptions receivable, $11,000.00. This is the 
amount due from the sale of additional 6 per cent pre- 
ferred on the installment plan. 

{d) Consignment accounts receivable, $18,000.00. This mer- 
chandise was in the hands of the consignees, the Germ- 
fask Company, on December 31, 193A. The merchandise 
cost $10,000.00. 

{e) Salesmen’s working funds, $10,000.00. This amount repre- 
sents advances made to salesmen for traveling and sales 
expense. 

(f) The Munising Company, $9,000.00. This represents an 
advance to an affiliated company, which acts as a sales 
agent for northern points. 

(/) How will you audit each item mentioned above^ 
{2) How will you reflect the accounts receivable in the 
balance sheet^ 

(5) Give all necessary adjusting entries. 

You are employed to audit the books of the Skinner Company 
for the year ending June 30, 193A. You cannot possibly start 
the audit until July 20, 193 A. The cashier has complete con- 
trol of all cash and cash records and negotiable securities. The 
items below are found in the trial balance as of June 30, 193 A. 


Cash, First National Bank, Cincinnati $27,482.10 

Cash, Second National Bank, Chicago 19,675 80 

Cash, Third National Bank, Detroit 49,286.15 

Petty Cash 1,50000 

Common Stock, D E Finn Company 40,00000 

Preferred Stock, G. H. Ikat Company 15,000.00 

U. S. Treasury Notes 10,000.00 


(a) How could the cashier manipulate his records in order to 
conceal a shortage in petty cash and cash as of June 30, 
i93A^ 

{b) Explain in detail the steps you will take to detect the 
manipulation. 
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Importance of Inventory Audit 

The correct accounting for and auditing of inventory is one 
of the most important consideration in connection with the audit 
of a mercantile or manufacturing organization. The statement of 
profit and loss for the accounting period, and the resultant profit 
or loss, are incorrect if the inventories are incorrectly recorded, 
incorrectly counted or incorrectly evaluated. The assets and net 
worth are also incorrect if the inventories are wrong. Inven- 
tories frequently constitute the largest current asset of a busi- 
ness, and the chances are that the inventory was counted and 
evaluated several weeks before the visit of the auditor. The 
result is that profit manipulation, either intentional or uninten- 
tional, may take place and be extremely difiicult to detect if 
good inventory control is not exercised and if careful procedure 
is not followed in connection with the taking of the inventory 
and if the auditor is not very diligent in his audit work. If 
inventories are not correct as to clerical accuracy, quantity and 
valuation, investors are misled as to the true financial picture: 
a business might be in a much better or much worse financial 
condition than the pictured status. All of this might be the 
result of unintentional mistakes, but the mistakes may exist, and 
the auditor must exert himself to show correct inventories. Con- 
cerns have been known constantly and knowingly to overstate 
inventory values, with resulting profit, asset and net worth 
overstatement, when in reality the company was bankrupt. Of 
course, constant overstatement by the same amount affects 
profits only once. Today, in favor of the business man, it must 
be pointed out that he is more interested in correct inventory 
valuation than he ever was in the past. This condition is brought 
about by better available cost accounting procedure, keener 
competition, the universally growing desire for correct costs and 
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the constantly increasing stringencies of federal income tax leg- 
islation and tax legislation of the various states. In a repeat 
engagement, the auditor must always verify the book inventory 
figures as of the first of the period with his fonuer working 
papers, in order to prevent errors. If the audit is a first engage- 
ment and covers a review of operations, he must be certain that 
the beginning as well as the ending inventory figures are accu- 
rate, to insure an accurate profit figure. 

The Taking of Inventory 

Although the taking of a physical inventory seldom falls 
within the province of the auditor’s work, nevertheless he should 
be familiar with the procedure and work necessary to take an 
inventory in a systematic, accurate and efficient manner. Audi- 
tors are constantly called upon to outline the plans to be fol- 
lowed when an inventory is to be counted. There are widely 
diversified opinions and ideas as to whether an auditor should 
or should not take or supervise the taking of a physical inven- 
tory if he is called upon to do so. Some men consider the job 
beneath their false sense of dignity, which probably means that 
they are not capable of taking an inventory when they are 
asked. Any well equipped auditor should be able to take or 
supervise the taking of an inventory. The large majority of 
auditors are so equipped and are willing to undertake the task. 
The taking of an inventory is a large job for a large company, 
and the employment of an auditor and perhaps his crew of 
assistants is a costly proposition, but the real reason why audi- 
tors are not more frequently hired to take physical inventories 
is because they are not technically competent to evaluate the 
quality of them. Inventory procedure cannot be described for 
all possible types of companies, but the procedure set forth here 
will cover the problems and outline the procedure for at least 
90 per cent of the mercantile and manufacturing companies. 
Naturally, variations in the procedure will be made whenever 
such a step is necessary for the best interests of the client and 
for the most efficient completion of the inventory. 

Definite plans are developed as to when a physical inventory 
is to be taken, who is to supervise and the personnel of the 
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counters and checkers. A set of written instructions is pre- 
pared, to be studied by everyone connected with the inventory 
counting and supervision. The inventory is straightened and 
arranged for efficient and fast work. Tags are prepared in du- 
plicate, serially numbered or with a perforation separating top 
and bottom for each item of inventory. The inventory crew 
counts the inventory, places the name of the item, its code num- 
ber, its location, the item count or weight or measurement on 
the tag and, after signing the tag, attaches it to the goods. A 
second crew checks the first count. In the meantime, inventory 
sheets are prepared so that the data on the tags may be trans- 
ferred, extended, priced and totaled. As soon as the inventory 
is completed, the original tags, or the half below the perfora- 
tion, are taken from the inventory items, collected and turned 
over to the person in charge of the inventory procedure for 
transfer to the inventory summary sheets. A grand summary 
sheer or recapitulation may be prepared summarizing all of the 
inventory sheets. The duplicates, or top portions of the rags, 
are left attached to the goods until the inventory summary is 
completed or until such time as the person in charge is certain 
that he will have no reason to recheck any item. Original tags 
are kept, along with the summary sheets, until the auditor has 
made his visit and verified the inventory. 

There are many variations of the procedure just described, 
which are equally as effective. For instance, instead of a tag 
system, inventory sheets may be prepared by departments and 
numbered. One person calls the items, codes, descriptions and 
count, while the second person records the data. Sometimes a 
second crew is sent through to check the first. In the event of 
discrepancies, a third count is made. In taking an inventory at 
the close of a period, care must be exercised to be certain (i) 
that withdrawals from inventory and additions to inventory are 
recorded on the tags during inventory time; (2) that all dis- 
crepancies between physical and book inventories are recorded 
and the book inventories corrected; (3) that customers are 
charged for all goods shipped toward the close of the period, 
with the consequent reduction of the book inventory; (4) that 
purchases are recorded for all goods actually received up to the 
close of the period; (5) that goods in transit are included in 
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inventory if title has passed to the client; (6) that consign- 
ments-out are included in inventory; (7) that consignments-m 
are excluded; (8) that certificates are obtained for goods in 
warehouses, outside storerooms, etc. 

Most companies have a natural business year, at the end 
of which production is slow and inventories are low. If the 
natural year is chosen as the fiscal year, the inventory problem 
is greatly simplified. Too many concerns do not use a natural 
business year but instead maintain the fiscal year which was 
originally established when the company was small and when 
the choice of the accounting period was an unimportant mat- 
ter. The fiscal year is the calendar year for the majority of 
concerns. 

With modern inventory control methods, it is necessary to 
take a physical inventory only once a year. Some concerns 
“stagger” the counting of inventory; that is, certain items of 
inventory are counted each month (or each week) and the 
perpetual inventory records brought into agreement with the 
count. In this way the inventory is completely counted once 
a year without serious disruption of activity. Mercantile con- 
cerns keeping their inventory records by the retail method sim- 
ply reduce the total of their inventory by the amount of the net 
mark-up and use the resulting figures for monthly statements 
of profit and loss. The gross profits method of computing in- 
ventory for monthly statements is also extensively used. Under 
this method, the beginning inventory is added to purchases for 
the period, and from this total, cost of sales (actual sales less 
estimated gross profit, based on past periods) is deducted; the 
resulting figure is the ending inventory, at an estimated valua- 
tion figure. 

Auditor’s Responsibility for Inventories 

Although the auditor does not actually count the inventory 
or even supervise its counting, he has certain responsibilities 
with respect to the inventory after it has been counted and 
evaluated by the client. The auditor must not be guilty^ of the 
slightest degree of negligence, either legally or ethically, in con- 
nection with the work pertaining to inventories. British courts 
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have held that if the auditor obtains an inventory certificate 
from the client, the auditor is not liable for inventories. Recent 
legislation in the United States has placed certain responsibili- 
ties upon the auditor in connection with inventories, but test 
cases have not arisen in order to determine the liability of the 
auditor with respect to his relation either to the client or toward 
third parties, except in cases involving fraud. In general, ac- 
countants have been liable to third parties for the practice of 
fraud; the liability for negligence is limited to the client based 
upon the contract between the auditor and the client. Regard- 
less of legal responsibility, the auditor is ethically responsible 
for extreme caution as far as inventories are concerned. If the 
certificate given by the auditor is unqualified, the assumption 
is that he has done all things necessary to convince him of the 
accuracy of the inventory. Responsibility falls within four 
classes; (i) responsibility with respect to the clerical accuracy 
of the inventory; (2) responsibility with respect to the quantity 
on hand at the closing date; (3) responsibility with respect to 
the general quality of the inventory at the closing date, (4) re- 
sponsibility with respect to the correct pricing of the inventory. 
In attempting to meet fully these four responsibilities, the audi- 
tor must use certain test methods; the extent of these tests will 
depend upon the accuracy of the methods employed by the 
chent in taking the inventory. The auditor must be certain that 
the inventory as shown by the statements as of the close of the 
period actually was on hand at that date. In a balance sheet 
audit he is not legally responsible for inventories on hand at an 
earlier date, but morally and ethically he must prove to his own 
satisfaction the accuracy of the inventory at the preceding date. 

In this book, rules of procedure are set up to cover all in- 
ventories in general, in their relationship to the auditor’s afore- 
mentioned responsibilities. After the instructions for the audit 
routine, different classes of inventories are considered. 

Clerical Accuracy . — ^The auditor’s responsibility for clerical 
accuracy of the inventory dictates that he must make sufficient 
verification of the clerical work performed in connection with 
the inventory to assure himself that the work is correctly done 
so far as footings, extensions and inventory summaries are con- 
cerned. The amount of work to be performed by the auditor 
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depends upon such things as the total size of the inventory, the 
quality and condition of the inventory records and the physical 
composition of the inventory. The auditing procedure is: 

(a) Obtain the original inventory tags or sheets upon which 
the original count was recorded. 

{b) Check the tag or sheet count against the inventory 
summary sheets. This generally is in the nature of a test. 

{c) Verify the accuracy of the footings, extensions and 
total summaries on the inventory sheets. This work probably 
will be in the nature of tests. The auditor must decide upon 
the extent of this testing, and his decision will be based upon 
the general quality of the methods employed to take the in- 
ventory and the accuracy of the records. As a rule, the larger 
quantities of inventory are verified in greater detail than are 
smaller items, owing to the fact that more dollars are tied up 
in the larger items. It must always be remembered, however, 
that an error might result in grossly understating a large item, 
thus making it appear small. Therefore, a thorough test of 
small items must not be ignored. Large errors can frequently 
be caught by scrutiny. 

{d) See that the inventory tags, cards, count sheets and 
final summary sheets are signed or initialed by the persons re- 
sponsible for their compilation. This is necessary in order to 
establish responsibility in the event of serious errors. 

Quantity on Hand . — ^The auditor’s responsibility for the 
quantity of inventory on hand at the closing date is not great. 
Reasonable tests of the accuracy of quantities should be made. 
The auditor must make thorough inquiry of employees and 
officials as to the method employed in counting the inventory. 
The auditor cannot be held responsible for the quantity of in- 
ventory on hand at the end of a period, but he is obhgated to 
do all in his power to satisfy himself that the quantities shown 
by the records actually were present. The auditing procedure is: 

{a) Read the client’s instructions for inventory. This must 
be done to determine the completeness and the detail of the 
inventory procedure and to see that book inventories were not 
used in place of an actual physical count. 

{b) If perpetual inventories are kept and if the perpetual 
figures were used in lieu of an actual count, inquire as to how 
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frequently the perpetual records and physical inventories are 
checked and reconciled. 

(c) Compare physical and book inventories m order to de- 
termine discrepancies. Any major discrepancies should be ex- 
plained to the satisfaction of the auditor. 

(d) If in doubt as to the quantity on hand as of the closing 
date, take the quantity on hand according to the book inventory 
at the audit date, add the quantity sold and subtract the quan- 
tity purchased since the closing date in order to work back to 
the correct balance as of the closing date. 

(e) While verifying quantities, watch for items of inventory 
which are slow-moving and obsolete. If inventory is to be cor- 
rectly evaluated, this must be done. It is more easily ascertained 
while verifying the agreement of physical and perpetual rec- 
ords than at any other time. 

(f) Examine sales records, orders and shipping records for 
the last month or few weeks of the old period and for a few 
weeks of the new period to ascertain that the sales and conse- 
quent inventory reductions are in the correct period and to be 
certain that there are no last-minute fictitious billings made in 
order to inflate profits. 

(g) Be sure that sales recorded and billed, but not shipped, 
are excluded from the inventory. 

(b) Include in inventory all merchandise out on a C.O.D. 
basis. 

(i) Be sure that purchases entered are included in inventory 
of goods in transit if the goods are not received, and be sure 
that goods are excluded which have not been entered as pur- 
chases. 

(j) Examine consignment records to be sure that consign- 
ments-out are included and that consignments-in are excluded 
from inventory. 

(k) Watch carefully to be sure that equipment and raw 
materials and work in process destined to be fixed assets are not 
included. The inventory should be composed only of raw 
materials, work in process, finished parts, finished goods and 
supplies; the last is listed separately. 

(/) Obtain confirmations for goods in warehouses, etc. 
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{m) Obtain confirmations for goods received under pur- 
chase contracts, when the billing will take place at a later date. 

{n) Examine receiving records for several days or a few 
weeks preceding the end of the year to see that all billings and 
receipts of goods are included in inventory; examine receiving 
records for several days or a few weeks after the end of the 
year to see that all billings and receipts of goods are applicable 
to the new period. Merchandise in transit at the close of the 
fiscal period and not included m inventories may be discovered 
m the search for unstated liabilities. 

(c) If the company is a manufacturing concern, examine 
the work in process records to be sure that shipped merchandise 
has been cleared from the work in process records. An exami- 
nation of the sales records and their comparison with the work 
in process records will disclose this situation. If the cost system 
is not tied in with the general books, this situation can easily 
exist; if cost records are correct, and if they do tie in with the 
general records, the condition can exist only through gross 
error and negligence. 

Quality of Inventory . — With respect to the quality of the 
inventory, the auditor is responsible in a general way for ascer- 
taining that the quality of the goods is satisfactory for resale 
or productive purposes. The ascertainment of proper quality 
affects the valuation of the inventory, and from the standpoint 
of correct valuation the auditor is interested. The auditor is 
not a specialist in determining the quality of his client’s in- 
ventory, but if he obtains admissions that quality is defective, 
he must exercise care to see that the defective goods are con- 
servatively evaluated, either by direct deduction or by the estab- 
lishment of a reserve for defective and obsolete inventory. 
Usually the auditor will rely upon the word of a responsible 
officer for the quality of the inventory. The auditing pro- 
cedure is: 

(«) Obtain a certificate of inventory from the client stating, 
among other things, that “the inventory on hand is salable and 
in good condition.” 

{b) Prepare a list of discontinued items of inventory. See 
that these items are conservatively evaluated and that all pos- 
sible losses are provided for in the accounts. 
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{c) Prepare a list of slow-moving items. Sec {e) under 
“Quantity on Hand.” 

Correct Valuation of Inventory . — With respect to the cor- 
rect valuation of inventory, the auditor is responsible for the 
correctness of the value of the inventory in accordance with 
customary trade valuation practices. He is expected to use skill 
in establishing the correct valuation and must know how to de- 
termine cost or market, standard costs and so on. As this is 
a text on auditing, a discussion of valuation principles and 
methods is not included. If the reader is not well grounded 
in inventory valuation, he should refer to a good text dealing 
with the subject. The auditing procedure to determine correct 
inventory valuation is: 

{a) Read carefully the company’s inventory instructions 
with regard to pricing the inventory. 

{b) Obtain an inventory certificate from the client which 
will state, among other things, that “the inventory is evaluated 
at the lower of cost or market” or whatever other base is com- 
mon, sound and acceptable. 

(<i) Compare physical inventory sheets with perpetual book 
inventories for value, and investigate any discrepancies. 

{d) See that slow-moving, obsolete and defective items are 
not overevaluated. These items eventually might be sold at a 
price below cost and the loss should be provided for as soon 
as a suspicion of loss arises. 

{e) See that discontinued items are likewise conservatively 
evaluated. 

(f) Be sure that sales recorded and billed, but not shipped, 
are excluded from the inventory. This is determined by an 
examination of sales and shipping records and the perpetual in- 
ventory records. 

(g) See that entered purchases for items not yet received 
are recorded in the inventory records of goods in transit. Ap- 
proved invoices and receiving reports are examined to determine 
this. 

(h) See that consignments-out are included in inventory. 

(?) See that consignments-in are excluded from inventory. 

(i) Be sure that no profit is taken up in the inventory. If 
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a profit IS included, the auditor must not permit the inventory 
to pass at its overstated figure. 

{k) Verify transportation charges when the charges are 
included in the value of the inventory. 

(/) If the client is a manufacturing concern, be sure that 
selling and administrative expenses are excluded from the value 
of the work in process and finished goods. Only factory costs, 
direct labor and direct material should be included. 

{m) See that interest on investment in fixed equipment and 
investment in inventory is excluded. This practice does not 
extensively exist at the present time, it is poor practice at all 
times. 

{n) Inventories should be stated at the lower of cost or 
market in the majority of cases. The prices to be used at the 
end of the period must be verified regardless of the basis of 
pricing. The auditor must obtain market prices at the end of 
the period and compare them with cost figures, and he must 
be fully satisfied that the correct basis was used. If the client 
consistently uses cost as a basis and if market is higher than cost, 
nothing need necessarily be said about the matter. If the client 
consistently uses cost as a basis and market is lower than cost 
and if the client does not mention the difference, the auditor 
must reduce the inventory, qualify his certificate or show the 
reduced values of the inventory as a balance sheet footnote. 
A great many people object to the use of the lower of cost or 
market rule because of the effect on profits in the subsequent 
accounting period. If prices move upward in the new period, 
after having been written down to market, profits are inflated, 
but the total profit for a two year period is not affected. 

{0) Trade discounts given the chent must be deducted 
from the value of the inventory on hand. It is not necessary to 
deduct cash discounts, but there is no objection if they are 
deducted provided that is the practice of the client. 

(p) Make comparisons of the costs used in the inventory 
records and computations over against the invoices received for 
purchases to see that no errors are made and that overstate- 
ment of inventories is not practiced. 

{q) Calculate the rate of gross profit for the year and com- 
pare it with the rates of former years. This serves as a rough 
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check on the valuation of the total inventory, if gross profit 
figures do not normally fluctuate widely and rapidly. Violent 
fluctuations might mean that the final inventory figure is in- 
correct. 

(r) Examine the cost system in operation in order to de- 
termine the correctness of the pricing of work in process and 
finished goods. Be sure that the method of distributing factory 
overhead is sound and results in correct normal costs. Provide 
for all losses on uncompleted contracts. 

(r) Be sure that the same basis is used for inventory valua- 
tion at the beginning and at the close of the accounting period. 

The preceding sections outline the auditing procedure to be 
followed for the verification of inventories in general. Dis- 
cussion of specific items and operating conditions is now pre- 
sented. The auditing procedure will not be repeated. 

Raw Materials. Merchandise. Supplies 

Raw materials constitute the original materials bought for 
manufacture. Merchandise is the term commonly used by mer- 
cantile concerns when referring to stock-in-trade, or inventory. 
Supplies are used by manufacturing, mercantile and service or- 
ganizations. The auditing procedure applicable to these three 
classes of inventories is the same. In some cases, supplies are 
inventoried by estimate and inspection as opposed to physical 
count, weight or measurement. Supplies usually are treated as 
deferred assets for balance sheet purposes. 

The auditor must have a clear understanding of what con- 
stitutes the true cost of raw materials and merchandise. Cost 
is composed of the invoiced price, plus transportation inward, 
duties and transportation insurance. Owing to the impracticable 
nature of prorating transportation, duties and insurance over 
the cost of materials purchased, this frequently is not done. 
The bases of evaluating the raw material or merchandise in- 
ventory for audit purposes are: cost, market, the lower of cost 
or market, last cost, replacement cost, first-in-first-out, last-in- 
first-out and weighted average costs. Of these, the most com- 
monly employed is cost, followed by the lower of cost or 
market. It is not within the field of an auditing text to go into a 
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full discussion of theories, advantages and disadvantages of the 
various methods of valuation. Each method has its adherents 
and its opponents; the auditor must be thoroughly familiar 
with all methods. In evaluating inventories of merchandise, 
supplies and raw materials, invoices furnish the auditor with 
the data for cost. He secures his current market prices from 
papers, trade journals and the purchasing department. In using 
market prices, it is customary to use the current bid price. The 
items of transportation, duties, insurance, etc., which are added 
to cost are also added to market in comparing the two prices. 
In accumulating data on market prices, trade discounts enjoyed 
by the client must be deducted. Examine the working papers 
at the end of the book. These forms of working papers per- 
tain to differences existing between the auditor and the client 
when the auditor is testing prices, differences between inven- 
tory tags and summary sheets, differences between summary 
sheets and perpetual records and the working papers in general. 
The extent of testing for price variations, tag and summary 
variations, summary and perpetual variations depends upon the 
circumstances of the audit, the adequacy of the inventory con- 
trol and the accuracy employed in taking and evaluating the 
inventory. When inventories are being checked, the auditor 
must watch for evidences of pledged inventory and for evi- 
dences of liens on inventory. 

Certain raw materials, merchandise and supplies do not lend 
themselves to ready counting, weighing or measurement. Ex- 
amples of such items are coal, ores in general, scrap iron, 
screws, nuts, bolts, certain chemicals, stationery and other paper 
products. Book inventories are used in such cases, or compe- 
tent employees estimate the inventory. In these cases, the audi- 
tor should check purchase invoices and requisitions with the 
inventory records to determine their accuracy. 

Work in Process 

The auditor must be familiar with the cost system in opera- 
tion before verifying inventories of work in process. If the cost 
system is an integral part of the general accounting system, 
inventories for work in process can be accurately verified. If 
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the cost system is not related to the general records, it is possible 
to obtain accurate costs for work in process, but it is highly 
improbable that the cost records are accurate. If there is no 
cost system, it is extremely difficult to audit work in process, 
but it may be possible to obtain approximately correct costs. 
With no cost system, the chances are the auditor will have to 
rely upon the estimates of an employee for the value of the 
work in process inventory. Another very rough check is to 
take the sum of the beginning inventory of raw material, work 
in process and finished goods and add to this figure the total 
yearly cost for material purchased, labor and overhead; multiply 
the number of items sold by the estimated cost percentage (usu- 
ally available from specifications and estimates) and, subtract 
this latter figure from the sum of the beginning inventories of 
raw material, work in process, finished goods, the material pur- 
chased, labor and overhead. This results in an ending inventory 
figure, which can be broken down into raw material according 
to the amount on hand and finished goods according to the 
quantity on hand; the remainder will be work in process. 

In auditing work in process records, the auditor should 
verify footings and extensions, just as in verifying any other 
inventory. Shop orders, or job tickets or production orders 
are totaled and checked against the Work in Process controlling 
account. The subsidiary work in process records must be 
watched to see that raw materials are charged into work in proc- 
ess at the correct figures; incorrect figures mean that the work in 
process inventory is incorrect or that finished goods or cost of 
sales is incorrect if the product has reached the finished goods 
stage or has been sold. Adjustments are necessary if the raw 
materials costs are incorrect. In addition to raw material cost, 
the other two elements of cost, direct labor and factory over- 
head, must be verified for the work in process. If raw material 
inventories are evaluated at, for example, the lower of cost or 
market, then the raw material cost, direct labor cost and manu- 
facturing overhead cost in work in process are all likewise eval- 
uated at the lower of cost or market. Consistency should be 
maintained in this direction. 

Orders for work in process may also be tested to determine 
the accuracy of the value of the labor in process. This is accom- 
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plished by checking labor tickets and timekeepers’ records 
against the subsidiary work in process records. 

Factory overhead is distributed on many different bases; 
direct labor hours, direct labor cost, production center cost, 
prime cost and many other methods. Regardless of what method 
IS in operation, the auditor must understand it, and he must 
check the distribution of the overhead into work in process rec- 
ords to determine the accuracy of distribution and the correct 
value of the work in process inventory. The auditor must also 
verify the items constituting factory overhead to be certain that 
selling, administrative and financial costs are not included and 
that all factory costs in addition to direct material and direct 
labor are included. If different distribution bases for overhead 
are used in different departments and divisions of a company, the 
auditor must be certain that an equitable distribution is achieved. 
If the company is manufacturing under a continuous operation 
and is using a process cost system, the chances are that the value 
of the work in process inventory is determined on the basis of 
the total estimated cost of the finished product. This estimated 
total cost is then reduced by the dollar amount of the work still 
to be done in order to arrive at the value of the work in process 
inventory. In such a situation it is not necessary to break up the 
analysis of work in process into a verification of each element. 
The auditor must verify actual total completion costs with the 
estimate in order to determine whether adjustments to work in 
process inventory are necessary, owing to incorrect estimates. 
This is usually easy to ascertain as the chances are that the audi- 
tor will not be on the engagement until after the close of the 
period, at which time work in process at the closing date will 
have been transferred into finished goods. 

In distributing factory overhead over the cost of the prod- 
uct, a normal overhead rate should be established; that is, the 
overhead should be distributed so that normal costs are estab- 
lished rather than actual costs. This procedure levels out the 
cost to manufacture products and makes necessary Underab- 
sorbed Overhead and Overabsorbed Overhead accounts. The 
auditor must see that these accounts do not become an addition 
to work in process for underabsorbed overhead and a deduction 
from work in process for overabsorbed overhead; they are 
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charged or credited directly to profit and loss. If normal rates 
are not established, product costs will fluctuate violently from 
year to year. 

In auditing work in process, care must be exercised to be 
sure that repair jobs and the manufacture of fixed assets are not 
included. If such items are included, adjustments must be set 
up to transfer them out of work in process. Care must also be 
exercised to verify the transfer, according to the records, of all 
goods going out of work in process into finished goods. It occa- 
sionally happens that work is completed and physically trans- 
ferred to finished goods storerooms, but an entry for the 
transfer is not made; the effect of this is to overstate work in 
process and to understate finished goods. 

The auditor must insist that no profit is made in manufac- 
turing and must eliminate from the work in process any profit 
added by the company. 

Finished Goods. Finished Parts 

If finished goods and finished parts are purchased, the situa- 
tion discussed under “Raw Materials” prevails. If the finished 
goods and finished parts are manufactured, the procedure fol- 
lows that for work in process already described, plus some addi- 
tional work. Inventory cards should be tested against the 
physical count, and the inventory may be worked back to the 
closing date, if necessary. Discrepancies should be explained to 
the satisfaction of the auditor. Shipping records for the last few 
days or weeks of the period under audit are verified against in- 
voices and inventory records to be sure that items were not in- 
cluded in inventory which have been billed or shipped, or both. 
If the sale has been charged to the customer on the client’s books 
and not shipped, the sales should be decreased and inventory in- 
creased, as the inventories are still owned by the client. 

If certain customers are buying under special contracts giv- 
ing them lower prices than normally granted, the sales prices in 
such cases should be checked against production costs plus sell- 
ing expenses in order to determine whether or not the contract 
is profitable. 

Inactive stock item cards should be watched so that the goods 
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will not become obsolete as far as valuation is concerned, with a 
resulting loss that has not been provided for. These items should 
be discussed with the client before the auditor makes provision 
for possible loss. 

Warehouse Certificates . — When goods are stored in a public 
warehouse, the auditor should inspect the warehouse receipt. In 
the event that warehouse certificates are pledged as loan colla- 
tral, confirmation is obtained by the auditor from the pledgee. 
Pledged merchandise must be shown on the balance sheet. Ware- 
house certificates must be surrendered when goods are released, 
so it is not necessary to obtain confirmation of the existence of 
the goods in the warehouse, under normal conditions. If the 
auditor suspects that goods are withdrawn without certificate 
surrender, he should obtain confirmation. 

Goods in Transit 

Goods in transit naturally cannot be inventoried. Working 
papers are prepared for all goods in transit wherein the pur- 
chased items have been entered in the purchase records. A sep- 
arate Goods in Transit account is set up in order to record the 
unreceived purchases, so that the total inventories may be 
brought up to their correct figures. Shipment conditions must 
be investigated to determine title, if the goods are shipped f.o.b. 
shipping point, title passes when the goods are loaded; if ship- 
ment is f.o.b. point of destination, the title has not passed and 
the goods are not in transit until the receiver is notified of the 
arrival. Such a situation as the latter makes necessary the re- 
versal of a purchase entry if notification of arrival is not received 
at the closing date and if the purchase is recorded. After the 
balance sheet date, the auditor must trace the items in transit to 
the receiving reports and to the inventory records. 

Purchase Contracts 

Purchase contracts should be carefully examined by the audi- 
tor and working papers prepared which contain full data rela- 
tive to the contract. Confirmations from the suppliers should be 
requested for the partial deliveries. The confirmations become 
part of the working papers. If market prices fall to a point be- 
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low the contract price, provisions for any possible loss should be 
made unless a complementary sales contract offers adequate pro- 
tection. If advances of money are made on purchase contracts, 
the advances should be shown separately among the current 
assets as debit balances in accounts payable or as advances on 
purchase contracts. The charges to this account should be 
vouched to be sure that they are advances for purchases. Be- 
cause of the possibility of future loss, extraordinary purchase 
commitments should be mentioned in the audit report. Uncom- 
pleted sales contracts should be verified to be sure that they 
represent cost only and that the charges to the account represent 
amounts which will be recovered and that reserves for possible 
future claims are set up. 

Obsolete Goods 

Obsolete inventories are found in raAv material, work in 
process, finished goods and supplies. (See illustrative u'orking 
papers.) The auditor must watch for obsolescence and possible 
future obsolescence in connection with his audit of all inven- 
tories. Obsolete goods should never be carried at a value in 
excess of possible liquidation value. In order to establish obso- 
lescence, the auditor must discuss the inventories with the client, 
and the auditor obtains his ideas pertaining to obsolete items 
principally from the perpetual inventory records. When obso- 
lescence is established, the inventory may be written down 
directly, or a reserve for obsolescence may be created of suffi- 
cient size to take care of the loss on inventories. In determining 
obsolescence, turnovers of inventories serve as an excellent guide. 

Inventory Reserves 

As stated in the preceding paragraph, reserves may be cre- 
ated for the loss on obsolete inventories. Reserves may also be 
created (i) for the difference between cost and market, when 
market price at the balance sheet date is below cost, and (2) for 
anticipated losses in the new accounting period when it is thought 
that market prices will continue to fall. The first type is a valu- 
ation reserve, set up by a debit to Loss on Inventory and a 
credit to Reserve for Loss on Inventory. The debit is an ex- 
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THE SLATER CORPORATION 
Buffalo, N. Y. 

January 25, 193B 

Hess and Hess, C.P.A. 

Jamestown, New York. 

Gentlemen 

We hereby certify to the following, in connection with your 

audit of our books, as of December 31, 193A. 

(1) All inventories are included in the figures given below. 

(2) All inventories were taken by actual count, weight, or 
measurement on December 31, 193A. 

(3) All inventories were priced at the lower of cost or market. 

(4) No unsalable inventory or obsolete goods are included at 
prices in excess of realizable value. 

(5) All inventories are the property of the Slater Corporation, 
and do not include consignments-in, unshipped inventory 
billed to customers, or advance payments on purchase con- 
tracts. 

(6) The inventories are not pledged and no hens are in exist- 
ence. 

(7) The liability for all inventories has been recorded on the 
books as of or before December 31, 193 A. 


(8) The inventories are 

Raw Material .... . .$219,648.50 

Work in Process 78,219.28 

Fimshed Goods ... . ... 110,11110 

Supplies 2,767.50 

Total $410,746.38 


Very truly yours, 

The Slater Corporation. 

D. L. Slater, President. 
L. D. Slater, Treasurer. 

LDS/dd 


Form 16 — Certificate of Inventory 
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pense, and the credit is a subtraction from Inventory in the bal- 
ance sheet. It is perfectly permissible to credit the Inventory 
account and not use a valuation reserve. The second type is set 
up for anticipated future losses and is created by a debit to Sur- 
plus and a credit to Reserve for Possible Future Declines in In- 
ventory. When the loss actually takes place, in the first case, 
Reserve for Loss is charged and Inventory is credited. In the 
second case. Loss on Inventory is charged and Inventory or Re- 
serve for Loss on Inventory is credited. After the Reserve for 
Possible Future Declines in Inventory has fulfilled its purpose, 
it is closed to Surplus. The auditor should use extreme care in 
the computation of both reserves. Quite a bit of finesse is fre- 
quently necessary on the part of the auditor to bring the client 
into agreement for inventory reserves. Working papers as shown 
in the illustrative audit may be prepared for declines in inven- 
tories. These papers are prepared at the time prices used by the 
client are being tested. 

Inventory Certificate 

The auditor should obtain a certificate of inventory from the 
client in which the client certifies that the inventory was prop- 
erly taken and properly evaluated and that it contained no un- 
salable goods other than mentioned. If the inventory is pledged 
or is subject to liens, the condition must be stated in the certifi- 
cate. A certificate should be obtained regardless of the inventory 
control system and regardless of the amount of work done by 
the auditor in connection with the inventory. (See Form i6, 
page 177, and the illustrative working paper for inventory 
certificates.) 

Gross Profits Test 

When the gross profits test is applied, it must be remem- 
bered that it is only a test of the general accuracy of the ending 
inventory and not conclusive proof of anything. Sales price 
trends affect gross profit rates, and they are also affected by the 
quantities of inventories on hand at the beginning of a period 
when the cost of goods is rising or falling. To apply the gross 
profits test, proceed as follows: 



Beginning Inventory 
Purchases 


Inventory 


$ 100 , 000.00 

600,000.00 
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$700,000.00 


Less: Sales 900,000.00 

Gross Profit (40%) 360,000.00 540,00000 


Estimated Ending Inventory $160,000.00 


Inventory Turnover 

Computation of the rate of turnover is often an aid in deter- 
mining the growing quantities of obsolete and unsalable goods 
and in determining the tendency to buy in advance of require- 
ments. Inventory turnover is determined by dividing cost of 
sales by average inventory. If the normal rate of gross profit for 
a business is small, turnover will be more rapid than in a com- 
pany where gross profits rates are high. The auditor must be 
acquainted with normal turnovers for various types of industries 
and businesses. Turnover may be affected by (i) quantity and 
(2) the method of pricing the inventory. To determine the 
cause of a change in turnover, unit costs must be compared with 
previous periods. 


Working Papers 

Several working papers are commonly accumulated during 
the audit of inventories. These schedules must show completely 
the amount and kind of work done in connection with the in- 
ventory and must also contain full written descriptions of all 
work, as well as general comments made by employees and offi- 
cers and any data obtained during the course of the audit. The 
working papers are shown in the illustrative audit. 

The working papers demonstrated may be prepared in con- 
nection with the audit of any kind of inventory. Those pre- 
sented here are only suggestive forms, as each particular audit 
must be provided for according to the requirements of the en- 
gagement, the types of inventories and the amount of work to 
be done. On some audits, certain of the working papers shown 
may not be used. On large audits, the number of working papers 
for inventories may run into the hundreds. 
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QUESTIONS AND PROBLEMS 

1. In a balance sheet audit conducted at the home offices of a 
large retail chain drug store, you are told to verify the inven- 
tories, What will you do to convince yourself of the accuracy 
of the value of the inventory? 

2. In general, what steps should an auditor take to verify the in- 
ventory of finished goods? 

3. In evaluating merchandise of raw material, should cash dis- 
counts be deducted from the invoiced price? 

4. How would you evaluate motion picture film? 

5. The Finn Company keeps its perpetual inventory records in 
the accounting office. The storekeeper also keeps a perpetual 
inventory of quantities only, making his entries on the cards 
as goods are received and requisitioned. The storekeeper sends 
the requisitions to the accounting department. The receiving 
room sends reports to the accounting department which give 
rise to debits to the perpetual records maintained there. You, 
as auditor, compare quantity balances according to the account- 
ing department’s perpetual records with the storekeeper’s bal- 
ance, and you find them in agreement and accept the figures. 
Are you right or wrong in accepting these figures^ 

6. Prepare a complete manual of inventory instructions for some 
manufacturing company with which you are familiar. 

7. What is the value of the merchandise in the following case^ 


Item 

Count 

Unit 

Cost 

Unit 

Market 

Total 

Cost 

Total 

Market 

Overcoats . 

Overcoats 

Topcoats ... 

Suits .. 

Suits 

. 200 

140 

$ 24.00 
36.00 

$ 27.00 
39.00 

$ 4,800.00 
5,040.00 

$ 5,400.00 
5,460.00 

220 

22.00 

20.00 

4,840.00 

4,400.00 

240 

36.00 

32.00 

8,640.00 

7,680.00 

230 

30.00 

28,00 

6,900.00 

6,440.00 

Robes . 

. 170 

22.00 

23.00 

3,740.00 

3,910.00 


... 50 

5.00 

5’50 

250.00 

275.00 

Collars . . ... 

Sbirfs 

. . . 410 

• • 650 

0.70 

0.20 

0.72 

0.19 

287.00 

130.00 

295.20 

123.50 

Shirts 

430 

1.20 

1.25 

516.00 

537-50 

Shirts 

Display Cases . . 
Display Cases 

Tries 

220 

. . . 200 

. . . 10 

1.90 

2.70 

95.00 

75.00 

1.80 

2.75 

98.00 

75.00 

418.00 

540.00 
1,425.00 

750.00 

396.00 

550.00 
1,470.00 

750.00 

Ties 

Hosiery 

Hosiery 

Cash Register . . 

Cash Register . . . 
Shoes 

. . 800 

600 

. . . . 700 

300 

.... 3 

. . . . 2 

0.60 

0.95 

0.65 

0.95 

200.00 

300.00 

0.60 

0.90 

0.66 

1. 00 

250.00 

375.00 

480.00 

570.00 

455.00 

285.00 

600.00 

600.00 

480.00 

540.00 

462.00 

300.00 

750.00 
750.00 


6.00 

6.50 

2,100.00 

2,275.00 
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Unit 

Unit 

Total 

Total 

Item 

Count 

Cost 

Market 

Cost 

Market 

Shoes . 

. 200 

9.00 

8.00 

1,800.00 

1,600.00 

Hats . 

100 

3.50 

3.60 

350.00 

360.00 

Hats . . 

100 

4.80 

5 00 

480.00 

500,00 





$45,996.00 

$45,704.20 


8. You are auditing a large department store in Chicago. What 
do you consider your responsibility with respect to inventory? 

9. You ask for and receive a certificate of inventory, signed by 
the president and treasurer of the Wholesale Products Com- 
pany. What will you do to ascertain the correctness of the 
inventory figure? 

10. The Underfoot Corporation had a debit balance in its Under- 
applied Overhead account. In closing the books for the year 
1 93 A, the balance of this account was closed to work in process 
and to finished goods, in the proportion that each is to the 
total. Is the procedure correct or incorrect^ 

11. Illustrate the use of the gross profits method in determining 
inventory in the event of a fire which destroys all inventory 
and all perpetual inventory records. 

12. Company A has three factories, X, Y and Z, located in three 
different cities in Pennsylvania. Work in process and finished 
goods are shipped between the three factories, and when the 
goods are shipped they are billed at 10 per cent over cost. 
Transportation costs are also added to the cost of the goods 
when received by the factories in interfactory traffic. Is the 
procedure correct or incorrect? 

1 3. The Novelty Importing Company received a shipment of goods 
from Europe, December 26, 193A, and recorded the inventory 
and the liability therefor as of that date. The bill is paid 
January 15, 193B, and due to exchange rate fluctuations the 
account is liquidated for $5,000 less than the recorded liability. 
The exchange rate began fluctuating January 2, 193B, and 
you started your audit January 4, 193B. What provisions 
would you make in your December 31, 193 A statements for 
the possible fluctuations, and what changes would you make 
in the valuation of your perpetual inventory records^ 

14. A physical inventory has not been taken for three years, in 
the case of the Richmond Manufacturing Company. Inventory 
is closely controlled, and book inventories are carefully kept. 
Will you be willing to give an unqualified certificate in connec- 
tion with your audit^ 
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15. You are auditing the books of the Spark Electrical Contract- 
ing Company for the year ending December 31, 193A. At that 
date there are several uncompleted contracts. How will you 
audit the uncompleted contracts? 

16. Prepare the necessary adjustments for the following conditions 
on the books of the Lighter Company as of December 3 1, 193A. 

(a) The Parker Company was billed for $1,000 on December 
31, 1 93 A. The invoice was included as a sale at that date. 
The goods will not be shipped until January 5, 193B; 
they were not deducted from the December 31, 193 A 
inventory. 

(b) Goods costing $2,000 were included in the December 31, 
1 93 A, inventory and were included in the accounts pay- 
able of that date. The goods were received January 6, 
193B, and $500 of the goods were returned January 7, 
193B. 

(c) Goods costing $3,000 were received December 31, 193A, 
and were included in the ending inventory. No entry 
was made for purchases or accounts payable. 

(d) Merchandise costing $4,000 has been shipped to the 
Lighter Company f.o.b. shipping point. The invoice is 
received December 31, 193 A. No entries appear, and the 
merchandise was not received December 31, 193A. 

17. Retail chain grocery companies charge the inventory to each 
store at retail and credit cash sales to the store. Periodically, 
main office men take a physical inventory of the stores in order 
to check the accuracy of the store managers. How would you 
audit the store inventories in a balance sheet audit of a chain 
grocery company? 

18. Criticize the inventory procedure in the following case. 

The K. Eldon Company, of Cincinnati, Ohio, is engaged 
in the business of selling at retail, men’s wearing apparel and 
furnishings. The inventory is kept by the retail inventory 
method. A physical inventory is taken once each year, on De- 
cember 31, and this is the inventory used in the closing of the 
books and the preparation of statements, after, of course, re- 
ducing the physical inventory at retail to cost by multiplying 
by (100 per cent minus martup). 

The inventory is taken by assigning two people to each 
department or division of a department. Everyone is under the 
jurisdiction of the general manager. One person calls the item, 
code number, count and retail price to the second person, who 
records the data on an inventory sheet as follows: 
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Departm 

Page 

ent 




Department 






Item 

Code 

Count 

Unit 

Price 

Extension 

Extension 




i 



TOTALS 


Counted by_ 


Extension 

Extensinn 

Listed bv . .. 


Addition 

A dditinn 

Prices checked by . | 



The sheets are signed by the counter and the lister. No 
extensions are made at the time of the count. After the count 
is completed, the sheets are turned over to the office manager 
who verifies against his records the unit prices used. After 
the ofiice manager checks the unit prices, he hands the sheets 
to an assistant who computes the extensions and enters them 
in the right-hand extension column and then adds the column. 
The assistant tears off the perforation and gives the stub to 
the ofiice manager to retain, and passes the sheet along to a 
second assistant who again computes the extensions and enters 
them in the remaining extension column and adds the column. 
The second assistant turns the sheet over to the ofiice manager 
who compares the two extensions and additions. In the event 
of a discrepancy, both assistants rework the sheet together. A 
grand summary sheet is prepared, upon which are placed the 
‘‘Inventory Sheet Numbers” and the total figures from each 
sheet. The total on the grand summary sheet is verified against 
an adding machine tape of all the inventory sheets. 

The auditors for the K. Eldon Company start work Febru- 
ary 20 of the following year. The audit is a balance sheet 
audit, and the auditors have the understanding that they are 
to do all work necessary to convince them of the accuracy of 
all records and of the inventory. In connection with the 
inventory, the auditors obtain the inventory sheets and the 
grand summary sheet. They check the total of the summary 
sheet against the totals of the individual inventory sheets. 
They test extensions for 25 per cent of all items and for all 
items whose total value exceeds $500, and they scrutinize all 
items. They verify footings for 25 per cent of all sheets. Tests 
are also made for quantities by taking the February 20 inventory 
at actual count and by adding sales and deducting purchases in 
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order to work back to the December 31 count. Tests are made 
of prices by comparing the unit prices on the inventory sheets 
With the price tickets on merchandise in the store and by com- 
paring invoice prices with the inventory sheets, after reducing 
the Items on the inventory sheets to cost. This is done for about 
20 per cent of the inventory. These tests show that all 
inventory was evaluated at cost, except for shop-worn and out- 
of-style items, which were evaluated very conservatively at esti- 
mated realizable values for the spring sale. The auditors also 
applied the gross profits percentage test to the entire store for 
December and to the suit depratment for the entire year. 

The auditors noticed that the physical count in one depart- 
ment resulted in an inventory figure which was $800 above the 
inventory according to the retail system. Investigation showed 
that when additional mark-ups had been made in this one de- 
partment, the retail inventory cards had not been marked up. 
The ofEce manager missed the discrepancy when he was check- 
ing retail prices per inventory sheets against the retail cards. 
This meant that the physical inventory at cost was above the 
correct figure. The auditors asked that the books be reopened 
and that the following entry be made- 

Cost of Sales. 

Inventory 

The office manager agreed. No other errors were discovered. 
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Forms of Investments 

Investments may be securities or other assets and may be 
divided into the following forms or types: 

1. Stocks — ^Temporary investments, permanent investments, 
securities as stock-in-trade. 

2. Bonds — ^Temporary investments, permanent investments, 
bonds as stock-in-trade. 

3. Mortgages — Real estate, chattel. 

4. Notes — Long term, short term. 

5. Funds — Sinking, building, stock redemption, pensions, en- 
dowment, insurance, etc. 

6. Life insurance on officers, the company being the bene- 
ficiary. 

7. Fixed assets not connected with the business proper. 

8. Intangible assets not connected with the business. 

9. Loans to other companies. 

10. Investments in partnerships. 

11. Investments in treasury stock. 

Distinction must of necessity be made between temporary 
and permanent investments. The form that the investment takes 
is no necessary indication of its classification. Current or tem- 
porary investments represent securities acquired owing to an 
excess of cash available over and above the current needs of the 
business, or securities acquired as a reserve fund for emergencies 
or through the liquidation of accounts of debtors. To be classi- 
fied as temporary investments, and therefore as current assets, 
investments must meet the foregoing purpose test and must also 
meet the nature test, that is, they must be liquid and must be 
readily marketable at a definite value. Permanent investments 
are acquired (i) to exercise control of subsidiary or affiliated 
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companies, (2) to yield a permanent income, (3) to establish 
business connections and (4) to create specific funds. Permanent 
investments need not be readily marketable. We see, then, that 
the purpose for which the investment originally is made and the 
marketability of the securities determine whether it is temporary 
or permanent. Business policy usually results in permanent in- 
vestments; excess cash usually results in temporary investments. 

Temporary investments are classified as current assets, as they 
represent temporarily unemployed money, while permanent in- 
vestments are classified separately as “Investments” or are some- 
times included among the fixed assets. Speculations are to be 
avoided for temporary investments, as fast liquidity and no loss 
are highly desirable in temporary cash conversions. If temporary 
investments have lost their marketability, they are immediately 
removed from the current asset classification as they have lost 
the requisite of liquidity necessary to current assets. Practice in 
security classification lacks uniformity and in many cases is quite 
unsatisfactory. An examination of published balance sheets will 
disclose no distinction between temporary and permanent in- 
vestments in many cases and no distinction between stocks, 
bonds and other forms of investments. Although some invest- 
ments are current m nature and others are permanent, the audit- 
ing procedure is the same for both classes, unless consolidated 
balance sheets are prepared, in which case permanent invest- 
ments are eliminated. Both temporary and permanent invest- 
ments are treated together here. 

The interest of the auditor in connection with the audit of 
investments is threefold. He is interested in (i) the physical 
existence of the investment, (2) the ownership of the investment 
and (3) the valuation of the investment. 

Securities in General 

Procedural comments pertaining to the auditing of securities 
in general are presented at this point, followed by the procedure 
applicable to definite forms of securities. As pointed out in Chap- 
ter VII, securities and cash are controlled simultaneously by the 
auditor, in order to prevent the covering of shortages in either 
cash or securities. 
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1. The auditor obtains a list of all securities of the client, 
checks the securities against the list to be certain that errors in list- 
ing are nonexistent and checks the list against the ledger accounts 
to see that they are in agreement therewith. While he is doing 
this, the auditor receives an impression of the valuation methods 
used in connection with the securities. Controlling and subsidiary 
accounts may or may not exist on the books of the client; if they 
do exist, reconciliation must be effected. Care must be exercised 
in checking the name and description of the security, to be sure 
that the correct security is being taken into consideration. In 
many instances, names of securities of different companies are 
quite similar, and in other cases one company may have more 
than one class of stock or class of bond outstanding. A company 
might have a Class A common and a Class B common or a First 
Mortgage 5% Bond and a First Consolidated 5% Mortgage 
Bond. 

2. During the count of the securities, a representative of the 
client should be present, and the auditor and the representative 
must not part company until the security count and tabulation 
are completed. More than one case exists wherein the auditor 
has been accused of stealing negotiable securities. In audits of 
trust companies, investment companies, brokerage houses and 
banks, where it is impossible to complete the security count and 
tabulation in a few hours, all securities are broken into groups, 
sealed and counted. Withdrawals from and additions to any 
group during the audit are made m the presence of the auditor, 
who reseals the packages and makes notations on his own papers 
in accordance with the changes. 

3. The auditor should obtain a receipt upon the return of 
the securities and should note the time and date of the count and 
the names of the witnesses on his working papers. 

4. Working papers are prepared in connection with the 
securities audit, so that an adequate analysis is presented. Some 
auditors prefer to use one working paper to cover all securities, 
while others prefer to use one working paper for stocks, one for 
bonds, one for mortgages, and so on, for each of the security 
classes. Working papers for the different classes of securities 
are presented in the illustrative audit. If only one form of work- 
ing paper is used, it must contain at least the following: 
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(a) Description of the security. 

{b) Stock par value or bond denomination. 

\c) Number of shares of stock or number of bonds. 

{d) Maturity dates. 

{e) Cost per share or bond, and in total. 

(f) Dividend rate or interest rate. 

(g) Ownership of the securities. 

{h) Dividends received or interest received during the year. 
{i) Interest or dividends accrued at the end of the year. 
{j) Current market prices. 

{k) Purchases during the year. 

(/) Sales during the year. 

{m) Profit or loss on disposition of the securities. 

(n) Remarks. In a strict balance sheet audit, items (/j), {k), 
(/) and {m) might be omitted. If a review of operations 
is included, these items are pertinent, and purchases and 
sales can be checked against directors’ authorizations, 
brokers’ tickets and cash receipts and disbursements. 
Dividends or interest received would thus be traced to 
the appropriate income account along with the profit on 
the sale of securities. 

5. When examining the securities, the auditor must see that 
the securities are in the name of the client. Securities should be 
registered in the name of the client, indorsed to the client, in- 
dorsed in blank or should have a power of attorney, signed and 
witnessed, authorizing the transfer, attached to the security if it 
is carried in the name of some other party. 

6. In the event that securities are pledged as collateral, the 
auditor must obtain confirmation by correspondence with the 
pledgee. Confirmations must also be obtained from transfer 
agents for all securities out for transfer, from the registrar for 
securities out for registration and from trustees for securities 
held by them. 

7. If the audit is made after the close of the accounting 
period, sales and purchases of securities must be completely 
vouched and traced to the original records and into the accounts 
involved, for security transactions taking place between the end 
of the period and the audit date. Frequently, security sales and 
purchases are vouched for the entire period under audit in order 
to determine proper valuation of the securities, the correctness 
of the accounting data and the composition of the balances at 
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the end of the period. Usually this vouching is in the nature of 
a test, however. When purchase and sales vouching is performed, 
brokers’ advices are examined for all open market purchases and 
sales. These advices are traced to the vouchers and then into 
the books. 

8. In security examination and analysis, care must be taken 
to avoid errors, such as recording a bond of a par of $1,000 as 
1 1 00 or $10,000 or recording stock of a par of $10 as |ioo, and 
so on. 

9. Authorization for security purchases and sales should be 
recorded in the minute book upon action of the board of 
directors. 

10. When securities are held as collateral for loans made, 
these securities are listed in order to be certain that the proper 
securities are held. 

In the valuation of securities, temporary investments and 
securities as stock-in-trade commonly are evaluated at the lower 
of cost or market, owing to their current asset nature. When 
market is below cost, a Reserve for Security Declines may be 
set up, or the securities may be directly written down. The bal- 
ance sheet should indicate the basis of evaluating the securities 
regardless of whether they are carried at the lower of cost or 
market, cost, market or any other basis. Permanent investments 
ordinarily are carried at cost, plus or minus amortization of bond 
discount or bond premium, in the case of bonds bought at a 
figure differing from par. Too many companies do not amortize 
bond premium and discount, and of those that do, the majority 
use the equal installment method as opposed to the scientific 
method. Amortization is not permitted the investor for income 
tax purposes, but this regulation should not control the account- 
ing for other purposes. In the event that permanent investments 
have declined considerably in value since acquisition and over a 
long period of time, the extent of the decline should be brought 
into the balance sheet or a foomote attached, or a reserve may 
be set up to show the decline. Recently, because of the great 
and seemingly permanent fluctuations in stock prices, more at- 
tention has been given to market prices of permanent invest- 
ments, particularly in the case of major declines. Permanent 
investments are bought for income, and the return on cost is the 
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true indication of real productivity; therefore current market 
fluctuations are of less interest. Investments in subsidiary com- 
panies are evaluated at original cost plus profits or losses taken 
up and minus dividends received or at adjusted book value. Care- 
ful consideration must be given to advances to subsidiaries, as 
they probably are parent company investments. The form of 
the advances might be represented by notes, bonds or stocks, but 
no matter what the form, an investment exists. If the investment 
is carried at cost, the auditor should analyze the surplus of the 
subsidiary since acquisition to be sure that the surplus of the 
subsidiary is not being used to window-dress the balance sheet 
of the parent. If the investments are carried at adjusted book 
value, there usually will be an item of good will or capital sur- 
plus involved. 


Stocks 

Stocks may be: (i) securities of a security dealer held as 
stock-in-trade; (2) stocks held as current or temporary invest- 
ments, or (3) stocks held as permanent investments. In addition 
to the auditing procedure given under “Securities in General,” 
several other steps are necessary. Investigation must prove that 
the stock is fully paid; if it is not, adjustment must be made for 
the unpaid subscriptions. In the case of an audit for a stock 
broker, certificates are pledged as collateral for money bori'owed 
by the broker on his own securities; customer securities are also 
pledged with the broker for customer margin requirements. The 
auditor must use extreme caution in obtaining confirmation from 
customers, so that customers’ securities are not fraudulently or 
mistakenly misappropriated by the broker. Brokers actively 
pledge margin stocks as caU loan collateral for loans from bank- 
ers. In these cases, the bank may be asked to prepare a collateral 
list, or the auditor may send to the bank a list of securities sup- 
posed to be pledged and ask the bank to check and confirm or 
^affirm. The auditor must always determine the proportions 
between money borrowed by the broker and the market value 
of the pledged securities. Most bankers require 1 120 of securi- 
ties as collateral for $100.00 loan unless state or federal regula- 
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tion requires a higher margin. The $20.00 or more spread must 
be maintained m the event of a decline in security prices. 

In some cases involving permanent investments, the floating 
supply of stock is so small, owing to a large percentage of 
ownership by one company, that market prices are no true indi- 
cation of the value of the security as a whole. Also, a controlling 
interest may be more valuable per share than the min ority stock, 
because profits of the subsidiary company may be absorbed by 
the parent company by the arbitrary pricing of transactions be- 
tween the subsidiary and the parent. In such cases, the auditor 
may evaluate the securities at book value, stating that method -of 
valuation in his certificate or report, he may examine the balance 
sheets of the affiliated companies if a consolidated balance sheet 
is not prepared or he may examine the books of the affiliates if 
a consolidated balance sheet is prepared. When consolidated 
balance sheets are prepared, the assets and liabilities of the sub- 
sidiary or affiliate appear, and the Investment in Subsidiary ac- 
count disappears. Book values and carrying values are compared 
and full notations made on the working papers. 

In the case of controlled companies, consolidated balance 
sheets should be prepared so that a true condition of assets, lia- 
bilities and net worth is shown. Frequently, a balance sheet will 
show an item as “Investments,” when a more accurate picture 
would be shown by a consolidated balance sheet. In such a case, 
the “Investments” might be of no value to the company whose 
balance sheet is presented. When the control is complete or 
nearly so, a parent-subsidiary relationship exists. When the stock 
ownership in a company is a controlling interest and at the same 
time there is a fairly large floating supply of stock, the company 
is spoken of as an affiliate. Investments in controlled companies, 
either subsidiaries or affiliates, should never be classed as current 
investments. 

Stocks reacquired by donation or purchase should be de- 
ducted at cost from the total net worth or should be deducted 
at par from the correct Capital Stock account. If the stock is to 
be held for a short time or for a specific purpose, with the inten- 
tion of reselling it, it may be shown as an asset. If the latter prac- 
tice is adopted, the treasury stock must not be shown as a current 
asset. States having intangible tax laws sometimes require that 
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treasury stock be considered as an asset for tax purposes. Stocks 
of proved worthlessness should be written off. 

A working paper for stocks is shown in the illustrative audit. 
This is merely one form that is workable; the form may be varied 
to suit individual preferences. A summary of the auditing pro- 
cedure for stocks is presented: 

1. Control all stocks and cash. 

2. Obtain a list of the stocks. 

3. Check the securities against the list and check the list 
against the ledger records. 

4. Have witnesses to the count. 

5. Obtain a receipt after return of the securities. 

6 Note withdrawals from and additions to securities during 
the count. 

7. Examine stock certificates to see if they are in the name of 
the client or are negotiable by the client. 

8. Obtain confirmation for all stock certificates pledged with 
banks or others and out for transfer. 

9. Vouch sales and purchases made after the close of the year 
up to the audit date, test vouch transactions during the 
year. Examine brokers’ advices. 

10. Verify and trace to records, incomes received from stocks 
and profit or loss in sale of stocks, if a review of operations 
is included. 

11. Evaluate stocks: 

. {a) Securities of stock-in-trade of dealers, at cost, market 

or lower of cost or market, as long as a consistent 
practice is followed. 

{b) Temporary investments, at the lower of cost or 
market or other basis used. If another basis is used, 
a balance sheet footnote should so indicate, and the 
present lower of cost or market should be inserted 
in brackets. 

(c) Permanent investments, at cost, or adjusted book value. 
The balance sheet should show the valuation method 
used. 

12. Set up reserves for fluctuation where necessary. 

13. Watch for evidences of affiliation and prepare “Consoli- 
dated Balance Sheet” where necessary. 

14. Investments in and advances to affiliated companies must 
be shown as a separate item on the balance sheet under 

Investments.” 
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Bonds 

Bonds may be: (i) stock-in-trade, (2) temporary invest- 
ments or (3) permanent investments. In addition to the pro- 
cedure described under “Securities in General,” several other 
steps must be taken. Bonds may be (i) coupon or (2) regis- 
tered bonds. Registered bonds may be registered (a) as to prin- 
cipal or (b) as to principal and interest. Bonds registered as to 
principal and interest have their interest paid by cheque; interest 
on other bonds is paid by clipping coupons and cashing them. 
Registered bonds should be registered in the name of the client. 
If the bonds are coupon bonds, all future coupons must be at- 
tached to the bond. Working papers may be prepared for the 
extraction of trust indenture data. Owing to their ready nego- 
tiability and marketability, bonds, like stocks, are frequently 
pledged as loan collateral. Confirmations must be obtained for 
all bonds out of the office safety deposit box. 

The question of the amortization of premiums and discounts 
is mentioned briefly here. Purchased bonds are recorded at cost, 
and proper purchase adjustments are made for premium or dis- 
count so that the bond will reach par at maturity date. The sci- 
entific method for the amortization of premium and discount is 
preferred to the equal installment method, as the rate of yield is 
kept at a constant figure based upon the carrying value of the 
bonds. Because of the work involved, most people use the equal 
installment method and attain fairly satisfactory results. Some 
companies wait until disposition of the bond, either before or at 
maturity, and take the premium paid as a loss in the period of 
liquidation or take the discount as a profit in the period of liquid- 
ation; this method must be used for income tax purposes. 

When a bond is purchased, it is bought at the prevailing 
market price plus interest accrued since the last interest date. 
The purchase of the accrued interest is not part of the perma- 
nent cost of the bond, as it will be returned to the purchaser at 
the next interest date. Bond interest accrued at the end of the 
period must be verified; in a review of operations, bond interest 
received during this period must be verified. 

If treasury bonds exist, they must be inspected by the auditor 
at the time bonds held as investments are verified. - Treasury 
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bonds should be shown as a deduction from the Bond Liability 
account. Treasury bonds must be safeguarded so that they can- 
not be improperly used. The auditor must be familiar with all 
kinds of bonds: real estate mortgage, collateral trust, equipment 
trust, income, debenture, serial, participating, convertible. 

A working paper for bonds owned is presented in the illus- 
trative audit. Variations in this form are possible. A summary 
of the auditing procedure for bonds is presented: 

1. Control all bonds, stocks and cash. 

2. Obtain a list of bonds. 

3. Check the bonds against the list and check the list against 
the ledger. 

4. Have the count witnessed. 

5. Obtain a receipt after return of the bonds. 

6. Note all withdrawals from and additions to the bonds dur- 
ing the count. 

7. If registered, see that bonds are in the name of the client; 
if coupon, see that all unmatured coupons are attached. 

8. Obtain confirmations for all bonds out of the office or 
safety deposit box. 

9. Vouch all sales and purchases after the close of the year. 

10. Verify and trace to the records, interest received dmdng 
the year, interest accrued at the end of the year and the 
profit or loss on the sale of bonds. 

11. Evaluate bonds: 

{a) Bonds of dealers, at cost, market or lower of cost or 
market, as long as the method is consistent. 

{b) Temporary investments, at lower of cost or market. 
{c) Permanent investments, at cost, plus or minus amor- 
tization. 

12. Set up fluctuation reserves when necessary. 

13. See the canceled bonds or the cremation certificate for 
bonds retired. 

Mortgages 

A mortgage is a conditional deed transferring conditional 
title to the mortgagee. The mortgage is security for the debt. 
A bond or note is executed at the time a mortgage is taken and 
is evidence of the debt under a mortgage. The two instruments, 
the mortgage and the note, ordinarily constitute the evidence of 
a complete mortgage transaction. A mortgage may be a real 
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estate, chattel or purchase money mortgage when it is taken in 
partial payment for property sold. Normally, mortgages are 
not current assets unless they are to be liquidated m a short time 
or unless the audit is for a bank or title company. 

In mortgage examination and audit, in addition to the duties 
described under “Securities in General,” the auditor must in- 
clude the following steps, (i) Examine the mortgage and see 
that it is properly signed and sealed. (2) See that it is properly 
recorded on the public records. The mortgage itself shows the 
book and page number of the county recording. (3) Examine 
all insurance policies on mortgaged property to be certain that 
adequate protection is carried. These policies should be in the 
hands of the mortgagee. (4) Chattel mortgages and second 
mortgages on real estate are commonly payable on the install- 
ment plan. The balance due should be confirmed and all pay- 
ments traced to the note underlying the mortgage. Second 
mortgages should be definitely inicated on the balance sheet, 
as their face value is usually no indication of their current mar- 
ket value, owing to overlying liens. (5) Principal and interest 
payments should be vouched to the original records and traced 
to the ledgers in order to determine the value of the obligation 
and to avoid misappropriations of receipts from mortgages. 
(6) Be certain that all taxes on the mortgaged property are paid. 
Receipted tax bills may be obtained if the mortgagor keeps 
them, or county records may be investigated. In some cases, 
the mortgagee obtains receipted tax bills directly. (7) Investi- 
gate sinking fund records or receive confirmation from the sink- 
ing fund trustee to be certain that the sinking fund provisions 
of a mortgage are being fulfilled. If the provisions are not being 
adhered to, the situation is mentioned in the audit report. (8) 
In the event of second or subsequent mortgages, prior claims 
must be deducted from the property value in order to arrive at 
the remaining equity. (9) If a participation agreement exists 
in place of an original mortgage, the senior participant holds 
the mortgage and receives the entire interest and principal pay- 
ments. The junior participant is reimbursed for his propor- 
tionate part by the senior. In such cases, the auditor must verify 
the agreement and trace all interest and principal payments 
received, to be certain that the agreement is being maintained. 
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(lo) Check the assessed valuation of all real estate upon which 
mortgages are held. While this is not a true guide to the value 
of the property, it is an aid. ( 1 1 ) Mortgages should be shown 
separately from bonds on the balance sheet and should be seg- 
regated in the ledgers. Reserves should be established where 
necessary. 

Working papers for mortgages are shown in Form 17. A 
summary audit program is not presented for mortgages. The 
foregoing material and “Securities in General” give complete 
data. 

Funds 

Funds may be created for any conceivable purpose. Most 
funds are for redemption purposes and pension, endowment, 
building and sinking funds; the last-mentioned is the most com- 
mon and arises in connection with bond issues. Funds may be 
in the form of cash or securities, or both, and may be under 
the jurisdiction of the company establishing the fund or under 
the care of a trustee. The use to which a fund eventually will 
be put must be understood by the auditor, and the authoriza- 
tion for the fund must be investigated; the authorization usually 
will be found in the minute book of the board of directors. 

Sinking funds are commonly held by a trustee. The auditor 
should verify the amount in the fund according to the client’s 
records by obtaining confirmation from the trustee. Trustee’s 
reports covering the composition of the fund and the activity 
of the fund are available and must be examined. If the trustee 
has canceled some of the bonds in the fund, in the event that 
the company’s own bonds payable are purchased, the canceled 
bonds are examined and entries are traced to reduce the lia- 
bility account. If any fund is not under the jurisdiction of a 
trustee, the cash and securities in the fund are audited accord- 
ing to the steps involved in any bond or stock audit. In the 
event of sinking funds for extractive industries companies, the 
auditor must verify the annual producuon, as in most extractive 
industries cases a certain amount per unit of production is set 
aside for bond redemption. 





Investments 


197 


The final disposition of all funds should be carefully traced 
by the auditor. 

Life Insurance 

The cash surrender value of life insurance on the lives of 
officers of a company, wherein the company is the beneficiary, 
should be shown as an investment on the books and balance 
sheet of the company. The auditor should prepare working 
papers for insurance of this nature showing; name of the in- 
surance company; policy number; date of policy; type of pol- 
icy; maturity date; amount of insurance; annual premium; date 
of premium payment; premium payments in total; cash sur- 
render values; loans outstanding on policy, and terms of loan. 

The auditor should examine the pohcies and understand 
their contents and be certain that the policies are still in force 
and the client is still the beneficiary. Two methods of estab- 
lishing the asset value of a policy are used. First, the value 
may be the total of the premiums paid. Second, the asset may 
be capitalized at the cash surrender value of the policy; cash 
surrender values are given in the pohcies. Capitahzation of the 
cash surrender value is by far the better of the two methods. 
When total cash surrender value is used, the annual increase 
in the investment is the increase in the surrender value, and 
the difference between total premiums paid and the increase in 
cash surrender value is charged to expense. If loans are made 
against the policies and if they are of a permanent nature with 
no intention of repaying them, there is no objection to off- 
setting the liability against the asset. However, the point should 
be fully covered in the report, because borrowing against the 
life insurance policy tends to defeat the purpose for which 
insurance is written. 

The auditor should receive confirmation from the insurance 
company for all life insurance in force, its cash surrender value 
and the extent of any loan made on the policies. The auditor 
must be careful to see that loans made on the policies are 
properly recorded on the books of the company. Cases exist 
in which borrowing has taken place and no record made of it, 
with the consequent reduction in surrender value, to say noth- 



Auditing 


198 

ing of the misappropriation of cash. In most cases, the insur- 
ance company retains the policies when loans are made on them. 

Life insurance should be treated as an investment or other 
asset. Under the purpose test, it is almost alu^ays a permanent 
investment. 

Notes 

Notes as investments are common. The auditing procedure 
is the same as for any note, treated in Chapter VIII. Investment 
notes must not be shown as Trade Notes Receivable in the bal- 
ance sheet and should be segregated in the ledgers. Often 
advances on purchases are made to suppliers on short term 
notes. Here the auditor should exercise care to see that the 
amounts actually are advances and that a supplier is not being- 
financed permanently without the existence of the proper type 
of evidence of indebtedness. If such financing exists, adjust- 
ments must be made to reduce the debit balances in Notes 
Receivable and to show the advanced amount as an investment. 

Partnership Interests 

Interests in partnerships should be verified by examination 
of any existing agreements. Partnership statements are examined 
to see that profits are correctly stated and divided. The ac- 
count reflecting the partnership interest is analyzed to see 
that all received distributions are correctly taken up and ac- 
counted for. 

The auditing of fixed tangible and intangible assets held 
as investments differs in no way from the procedure followed 
when the assets are normal capital assets. The auditing pro- 
cedure is described in Chapters XI, XII and XIV. 

QUESTIONS AND PROBLEMS 

I. You are auditing the books of the Herbert Company for the 
current year. Among the investments you find 200 registered 
bonds of the Kingle Company; the bonds are 40 ye^, 5%, 
first mortgage obligations, par $1,000 each. The cost was $990 
each; the present market is $970. You also find a stock certif- 
icate for 2,000 shares of 6% preferred stock of the Gleekin 
Corporation, par $25 per share, cost $16 per share, market 
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$28 per share. What procedure will you follow in auditing 
the investments, assuming that they are temporary^ 

2. As an auditor, will you inspect the fire insurance policies cov- 
ering mortgaged property, when the mortgage is held by your 
client^ Why^ 

3. Why should an auditor verify interest income on a mortgage 
held as an investment^ 

4. How will you evaluate bonds owned as an investment? 

5. In the case of bonds bought as investments, should separate 
premium and discount accounts be maintained in the ledger? 

6. During the course of an audit, you notice that dividends re- 
ceivable have not been accrued at the end of the year. Is the 
client right or wrong in not accruing the dividends? 

7. The Howard Company has insured the life of its president, the 
company being the beneficiary. The premiums paid are carried 
as an investment asset on the balance sheet, As auditor, what 
is your position with respect to the premiums^ 

8. The Partridge Company has just issued $1,000,000 of serial 
bonds at a discount of 3 per cent. You are asked by the com- 
pany to outline a plan whereby the discount may be amortized. 
The company will not use the scientific method of amortization, 
and the bonds are to be retired at the rate of $100,000 per year 
starting one year from the date of issue. 

9. You are auditing the books of the Stanley Company. The 
company has securities as follows: 

{a) Stocks, common and preferred, on hand, in the name of 
Samuel Jones. 

{b) Registered bonds, on hand, in the name of the treasurer 
of the Stanley Company. 

{c) Stock in the safety vault of the First National Bank, held 
in the name of the Stanley Company. 

{d) Coupon bonds pledged as security for a loan at the First 
National Bank. 

As auditor, what will you do with respect to the registra- 
tion of the stocks and bonds in {a) and {b)} What will you 
do with respect to the verification of the stocks and bonds in 
{c) and {d)} Suppose that the Stanley Company did not want 
to have the registration of the stocks in {a) changed; would 
you comment in any way upon the situation^ 

10. {a) On December 31, 193A, Company A mailed stock war- 

rants to all shareholders. You are auditing Company A 
as of that date. What is the effect of the issued stock 
rights on your balance sheet^ 

{b) On December 31, 193A, Company B has received $75,000 
of subscriptions brought about by the issuance of stock 
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rights on December 15, 193A. You are auditing Company 
B as of December 31, 193 A. What is the effect of the 
subscriptions on your balance sheets How will you audit 
the subscription^ 

11. You are auditing the records of the firm of McGregor and 
McGregor as of December 31, 193A. One account is an account 
with the stock brokerage firm of Cook and Company. It shows 
{a) margin stocks, $500,000; {b) due Cook and Company, 
$375,000. The market value of the stock is $600,000. How 
will you show this situation in your balance sheet^ Mr. James 
McGregor intimates that he would like to have the balance 
sheet reflect an equity in the stocks of the difference between 
market value and the amount due the broker. 

12. The Blaney Amusement Company purchased investments cost- 
ing $175,000, on October 13, 193A. On December 31, 193A, the 
end of the fiscal year, the stock has a market value of $185,000. 
The net loss on normal operations for the year is $4,000. In 
order to show a profit for the year, the Blaney Amusement 
Company sells the stock on account to Edward Blaney, Presi- 
dent, for the current market price of $185,000 and credits the 
$10,000 profit to Extraneous Profit and Loss on the books of 
the Blaney Amusement Company. This permitted the com- 
pany to show a net profit for 193A of $6,000. 

You started your audit of the Blaney Amusement Company 
January 10, 193B, and finished January 15, 193B. On January 
14, r93B, the Blaney Company bought the stock from Edward 
Blaney for $185,000. What is your attitude as far as your certif- 
icate and your balance sheet and statement of profit and loss 
are concerned? 

13. Your client, Carl Sugart, is a trader in securities. On December 
31, 193 A, you find that Sugart is ''long'' in the market to the 
extent of $116,000 in one stock as of November 30, 193A quo- 
tations and that he is "short" in another stock to the extent of 
$77,000 as of the same date. The market value of the long 
stock as of December 31, 193A, is $u8,ooo and the market 
^lue of the short stock at December 31, 193 A, is $78,000. 
How will you reflect this situation in your balance sheet? 

14. Examine the following data: 


Stock of X Company, 
Bonds of Y Company 
Stock of Z Company 


Cost 

22.000. 00 

40.000. 00 

50.000. 00 


Current 

Market 

$17,000.00 

35.000. 00 

30.000. 00 


$112,000.00 


$82,000.00 
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(a) If the stocks and bonds are stock-in-trade of a security 
dealer, how will you evaluate them^ 

(b) If the stocks and bonds are permanent investments of a 
manufacturing company, how will you evaluate them^ 

15. How will you proceed in auditing mortgages owned? 

16. The balance sheet of the Rugg Company, as prepared by the 
accountant of that company as of December 31, 193 A, appears 
below. You are asked to audit the books and to certify to the 
balance sheet prepared by the company. Prepare the necessary 
adjusting entries (assuming that the books are not closed) and 
present a balance sheet which you are willing to certify. 

BALANCE SHEET 
The Rugg Company 
December 31, 193 A 
Assets 

Cash ^ 

Trade Accounts Receivable 

Trade Notes Receivable 

Raw Material 

Work in Process and Finished Goods 

United States Treasury Notes 

Common Treasury Stock, 50,000 shares . . 

Miscellaneous Stock Investments .... 

Accounts Receivable, Rugg-Rugg Distributing Company 

Common Stock, Bugg Company. . . 

Mortgages Receivable 

Land and Building, Less Reserve for Depreciation of 

$1,000,000.00 . 

Machinery and Equipment, Less Reserve for Deprecia- 
tion of $600,000.00 

Unissued Preferred Stock 

Total Assets $18,500,00000 


3.000. 000.00 

1.000. 000.00 
1,000,000.00 

1.000. 000.00 

1.500.000. 00 

1.000. 00000 
500,000 00 

4.000. 000.00 

1.000. 000.00 
500,000.00 
500,000.00 

2.000. 000.00 

1 .000. 000.00 
500,000.00 


Li \bilities 


Accounts Payable $ 1,000,000.00 

Bonds Payable 1,000,000.00 

Preferred Stock, 6 % Cumulative 5,000,000.00 

Common Stock 9,000,000.00 

Surplus 2,500,000.00 


$18,500,000.00 


(a) Of the trade accounts receivable, it is estimated that 
$200,000 are uncollectible. 

(b) Of the trade notes receivable, it is estimated that $100,000 
are uncollectible. 

(c) Raw material is evaluated at the lower of cost or market. 
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(d) Work in process and finished goods are e\'aluated at cost, 
which is $100,000 over market. 

((j) Xhe United States Treasury Notes have a current market 
value of $900,000. 

(f) Miscellaneous stock investments have been purchased as 
temporary investments; they have a current market value 
of $4,200,000. 

(g) The common treasury stock will not be lesold for at 
least three years. 

(h) The $1,000,000 accounts receivable from the Rugg-Rugg 
Distributing Company, represents an advance made two 
years ago. 

(i) Common stock, Bugg Company, represents a permanent 
investment, made for purposes of assuring a supply of 
raw materials. The investment represents a 75 per cent 
ownership. The current market value of the stock is 
$475,000. 

(j) The mortgage receivable represents an investment in a 
20 year mortgage of the Jugg Company, an out-of-town 
manufacturing branch. The mortgage is on the plant 
and equipment of the Jugg Company; the latter com- 
pany has a surplus of $1,000. 

(k) The preferred stock of the Rugg Company is 6 per cent 
cumulative, par $100. 

(/) The common stock of the Rugg Company is of no-par, 
and there are 900,000 shares outstanding, which were sold 
for $10,000,000. 

(7/2) The company declared a dividend of $1.00 per share on 
the common and the regular 6 per cent dividend on the 
preferred, on December 27, 193A. 

17. You find the following accounts on the books of the Canfone 
Company. Audit the accounts and prepare working papers for 
any necessary corrections. Determine the profit or loss on all 
sales. 


AMERICAN COMPANY, COMMON 


Date 

LF 


Sh 

or 

Bds 

Unit i 
Cost 

Debit 

Credit j 

Balance 

July 8 
Sept 24 
Oct. 29 

VR17 

CR18 

Par, $100.00 

Stock Dividend 

Sold 50 @ $60.00 ; 

100 

50 

50 

80 ; 

$8,000 00 

$3,000 00 

$8,000 00 
8,000 00 
5,000 00 
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Date 

LF 


Sh 

or 

Bds 

Unit 

Cost 

Debit 

Credit 

Balance 

Aug 10 
Sept 1 0 
Nov 8 

VR20 
GJ88 i 
CR21 1 

250, par $10 00 

Raised to par, Mkt 1 
Sold 100 @ $12 00 

1 250 

81/2 

$2,125 00 
375 00 

$1,200 00 

$2,125 00 
2.500 00 
1,300 00 


FRENCH BONDS, 4’s, 1965 INTEREST MAY 1 AND NOVEMBER 1 


Date 

LF 


Sh 

or 

Bds 

Unit 

Cost 

Debit 

Credit 

Balance 

Aug 1 

VR19 

5 bonds @ 90, Int. 50 

5 

900 

$4,550 00 


$4,550 00 

Nov 1 

CR20 

Received $100 00 Int 




$ 1 00 00 

4,450 00 

Dec 1 

CR23 

Sold 4 bonds @ 92, 








plus $16 67 int 








plus $4 00 commiss’n 

4 

920 


3,700 67 

749 33 


BRITISH CORPORATION, COMMON 


Date 

j 

LF 


Sh 

or 

Bds 

Unit 

Cost 

Debit 

1 

Credit 1 

1 

1 

Balance 

Sept 5 
Oct. 1 5 
Nov 7 

VR24 

CR16 

CR23 

1 ,000 sh , par $1 00 00 
Dividends, $1 00 sh 
Isold 500 @ $105 00 

100 

no 

$110,000.00 

1 

$ 1,000 OOi 
52,500 00! 

$1 10,000 00 

1 09,000 00 
56,500 00 



Chapter XI 

FIXED TANGIBLE ASSETS 
General Discussion 

In the audit of current assets, the auditor is interested pri- 
marily in establishing proof of the existence of the assets and in 
determining the accuracy of their current value as of the close 
of the period under review. These two objectives are proper 
because of the near-liquid nature of the current assets and be- 
cause of the maintenance of current asset values at a figure close 
to liquidation for the general operating safety of the concern 
under audit. In auditing fixed assets for a going concern, liqui- 
dation or present value is not an important concept, because 
the average business concern has the normal expectancy of re- 
maining in business and because rates of profit on fixed assets 
usually are computed on the basis of the amount of capital tied 
up in the business as far as fixed assets are concerned and are 
not computed on liquidation value or replacement value. No 
matter how far current prices for fixed assets swing away from 
original cost, the investor or entrepreneur naturally and con- 
sciously computes his return upon the money actually invested, 
not upon the money he might be forced to invest. The act of 
investment is accomplished and is not a theoretical problem of 
comparing probable investments. Scrap value, liquidation value 
or current market prices therefore fade away in favor of actual 
cost at the incidence of purchase, so far as present value de- 
termination is concerned in an audit of fixed assets. From a 
general economic point of view, the entrepreneur has to think 
of present return on capital in the light of future fixed property 
requirements, but that thinking and the resultant setting of 
prices and control of costs have no direct connection with the 
cost of present property and the valuation of it when cost is 
the basis of present value. 

Fixed assets refer to capital assets used in operations of a 
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business, such as land, buildings, machinery, tools, furniture and 
fixtures, delivery equipment, drawings, patterns and any other 
tangibles of a permanent or long-time nature. The auditor is 
not supposed to be an appraiser of the values of fixed properties, 
but he is charged with the duty of correctly evaluating the 
properties on the basis of established costs and life expectancies, 
and it is his duty to see that the cost of fixed assets, additions to 
fixed assets, deductions from fixed assets and disposition of fixed 
assets are handled in a correct and sound accounting and finan- 
cial manner consonant with good practice, the showing of cor- 
rect results and the maintenance of adequate capital. 

Much controversy rages among accountants and business 
men over the propriety of the adoption of cost as the valuation 
base in the computation of returns on capital and the conse- 
quent revenue charges to customers or the adoption of some 
other base, such as appraisal or present sound value. Any basis 
of valuation is acceptable to the auditor if the basis is inicated 
on the statements and if the contra entry is properly handled. 

Only a few manufacturing and general distribution situations 
exist wherein present sound value has much material signifi- 
cance. One situation occurs in the case of an audit for credit 
purposes, when the changing market value of property has the 
effect of lowering or raising the equity remaining over and 
above the amount of the loan. In such cases it is not necessary 
to alter the fixed asset accounts, as appraisal companies are faced 
with the problem of establishing figures for reproduction cost 
new and the estimated depreciation reserve, based upon the 
present life of the property. If fixed assets are evaluated up- 
ward, the auditor must insist upon the credit being passed to 
Surplus Arising from Revaluation of Fixed Assets, Unearned 
Surplus or some other especially named non profit-recording 
account. 

Another situation exists when present sound values are so 
far above or below cost that for purposes of fire insurance it 
is desirable to keep records of present sound values. These fig- 
ures need not necessarily be in the accounts, however. In the 
event of a sale or merger, present sound values are of impor- 
tance. They are also important for mining property when the 
cost price might have no relationship to the value of the min- 
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erals. In such a case, geologic estimates are used or a dis- 
covery” value is assigned. 

If cost is used as the basis of carrying the fixed asset 
accounts, then: (i) Adequate reserves for depreciation and ob- 
solescence are estabhshed. (2) If an asset appreciates in value, 
the appreciation is ignored, as no increase in cost is reahzed and 
as no profit is made unless actual disposition takes place. Or 
(3) if an asset falls in market value to a point below cost, this 
fluctuation likewise is ignored, as rates of return are on the 
basis of investments made. The investment may have been wise 
or unwise, but it has taken place. 

In a balance sheet, each fixed asset group should be shown 
separately, and the fixed asset controlling accounts are not to 
be combined. Some balance sheets show “Land, buildings, ma- 
chinery, etc., less reserves for depreciation.” This is a mean- 
ingless gesture. In some cases of pubhshed statements, it is 
justifiable on the basis of giving no information to competitors. 
Each asset group should be shown separately on the balance 
sheet at cost, with the proper valuation reserve shown as a de- 
duction. When the auditor finds that several items are combined 
in one account, he must attempt to separate them so that he 
can determine the adequacy of depreciation and ascertain the 
extent of insurance protection. In many cases involving reor- 
ganizations and group purchases, accounts appear containing 
more than one type of asset. Naturally, ledger accounts should 
be kept so that a controlling account with each fixed asset 
group is maintained in the general ledger, with subsidiary 
ledgers for each asset in the group. Recent federal revenue leg- 
islation with respect to depreciation provisions has done much 
to promote the keeping of better fixed asset records. Assets of 
a fixed nature which are not used in the business should be 
classified as investments. 

Capital and Revenue Expenditures 

In analyzing all fixed asset accounts, the auditor must exert 
care to distinguish between capital and revenue expenditures. 
This is not always easy and is often a matter of individual 
preference expressed by some one person in the business or- 
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ganization or is the result of an arbitrary rule established for 
the guidance of associated plants. For example, one company 
has a rule whereby all expenditures on fixed assets in excess of 
1 1 00 are capitalized and all expenditures on fixed assets below 
that figure are charged to an expense. Public utilities, and some 
other companies, establish physical units as the basis of distinc- 
tion between capital outlay and expense; for example, the laying 
of a gas main up to 30 ft. is charged to expense, and where 
more than 30 ft. is required, the cost of the job is capitalized. 
Regardless of the routine followed, the auditor should make his 
examination complete enough to feel assured that the proper 
distinction has been made between capital and revenue charges, 
so that capitalization charges are not overstated, thereby pre- 
senting an overstated profit position and an overstated asset and 
net worth position, and so that expenses are not overstated, 
thereby creating a secret reserve and an understatement of 
assets and net worth. 

An addition to or improvement of an asset results in a capi- 
tal charge, increasing the value of the asset. There is never 
much question as to what constitutes an addition to an asset, 
but controversy frequently arises as to improvements. The 
effect of an improvement is to make the asset better, more 
valuable or more productive than it was when originally pur- 
chased. If an outlay does not measure up to this test, then an 
improvement did not take place. For example, a building might 
have a pine floor which is replaced after a certain number of 
years by a teakwood block floor, which cost $10,000.00 more 
than the pine floor. The additional $10,000.00 is added to the 
cost of the building. 

Repairs and replacements of assets are divided into (i) 
major repairs and replacements, which have the effect of 
lengthening the life of the asset in excess of the original esti- 
mate, and (2) ordinary repairs and replacements, which do not 
lengthen the asset’s life but merely keep the asset in efficient 
operating condition. Major repairs and replacements are 
charged to the proper reserves for depreciation, thereby in- 
creasing the depreciable life over a longer period of time. Ordi- 
nary repairs and replacements are charged to the proper expense 
accounts. Often it is difficult to determine the line of demarca- 
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tion between major and ordinary repairs and replacements, but 
the auditor must use his full facilities to make the distinction 
in any audit involving fixed assets. Also, the distinction be- 
tween major and ordinary repairs and replacements cannot be 
made without consideration of the depreciation policy in force. 
For example, under a 6 per cent rate, many items will be charged 
to expense which under an 8 per cent rate would be charged 
to the depreciation reserve. 

Authorizations frequently specify whether the charge is to 
be made to expense or capitalized. If authorizations are not 
available, inquiry must be made as to the correct procedure. 
Regardless of where the directors in their authorization classify 
the Item, the auditor will put it where good judgment and sound 
practice decree. 

Audit Procedure for Fixed Assets in General 

In an audit of fixed assets, the auditor is faced with ( i ) the 
first audit of the company, which may be (a) a detailed or 
{b) 2 . balance sheet audit, or ( 2 ) the annual recurring audit, 
which may be {a) a detailed or {b) a balance sheet audit. If, 
at the conclusion of his audit in any case, the auditor has not 
been able to verify the cost of the existing fixed assets, he 
must include in his certificate a statement to the effect that 
“book values were used for fixed assets in lieu of determinable 
cost.” 

In the case of a first audit, either detailed or balance sheet, 
arrangements must be made with the client, and the auditor 
must use his own judgment and discretion respecting the amount 
of analysis to be made in order to establish the correctness of 
the existing asset values as of the balance sheet date. It is much 
simpler merely to vouch additions to and deductions from fixed 
assets for the current year than it is to trace all fixed asset trans- 
actions back to the inception of the account. The auditor must 
do a sufficient amount of analytical work, either with or with- 
out payment, to be thoroughly convinced that his fixed asset 
figures are correct. 

On a repeat engagement, the auditor’s problem is much sim- 
plified. In such a case, the auditor reconciles the ledger figures 
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to his preceding working paper figures and then proceeds with 
the vouching of additions to and deductions from each fixed 
asset account during the year, with proper inspection and veri- 
fication of all supporting data* Quite often, in addition to the 
inspection of papers and book entries, the auditor must confer 
with different persons in the organization in order to obtain 
adequate explanation for changes in fixed asset accounts. The 
auditor must always be certain that his analyses result in cor- 
rect figures for capitalization and that transactions, particularly 
deductions, are not omitted from the accounts. 

Working papers for the analysis of fixed assets are shown 
in the illustrative audit. In the preparation of these working 
papers, it is customary to transcribe the fixed asset ledger ac- 
counts of the client, vouch the entries and then follow with 
the auditor’s adjustments correcting the accounts. Certain spe- 
cial subsidiary schedules may also be prepared for additions to 
fixed assets, for deductions from fixed assets and for summaries 
of changes in fixed assets during the year. 

A program of audit for fixed assets in general is now pre- 
sented, to be followed by a detailed discussion of the different 
types of fixed assets. 

1. Prepare working papers, being certain to show: 

(a) The balance of each fixed asset account at the begin- 
ning of the period. 

(b) Additions and deductions during the year. 

(c) Balance at the end of the year. 

(d) Adjustments. 

(e) That the beginning balance agrees with the previous 
audit. 

2. Verify the ownership of the fixed asset. 

3. Ascertain the cost of the fixed assets, if purchased. 

4. See that cost is properly computed, if constructed. 

5. Obtain and examine all vouchers connected with major 
fixed asset purchases. 

6. See that all cost additions are at the proper figures. 

7. See that capital and revenue expenditures are properly 
distinguished. 

8. Examine the minute book and other records for authority 
to purchase or build fixed assets. 

9. Be sure that fixed assets are carried in separate accounts, 
if possible. 
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10. See that insurance on fixed assets is adequate. (This in- 
formation will come from a schedule of deferred charges.) 

1 1. See that taxes on fixed assets are paid. 

12. Determine the profit or loss upon the sale of fixed assets. 

13. See that all accounts are correctly treated upon disposal 
of fixed assets by sale, abandonment, trade, fire or other 
casualty, including profit or loss realized. 

14. See that fixed assets constructed on leased land or other 
improvements to leased fixed assets are written off during 
the life of the lease or during the life of the improvement, 
whichever is the shorter. 

15. Examine and trace all fixed asset account additions and 
deductions, inspecting invoices for purchases and tracing 
receipts from all major disposals to the cash book. 

16. Ascertain fixed assets owned but not used. 

17. Determine the extent of fixed asset revaluations during the 
year and ascertain the disposition of the revaluation surplus 
or deficit. 

The foregoing procedural outline must be borne in mind 
while studying the material following, which deals with spe- 
cific fixed assets. 

Land 

Land is peculiar in one respect, namely, that title is nor- 
mally transferred by the execution of a deed, which is publicly 
recorded in order to assure title protection, while most other 
assets are transferred by ordinary sale, usually unaccompanied 
by publicly recorded evidence of title transfer. In verifying 
the ownership of land, the auditor has the client confirm the 
ownership through the medium of a confirmation from the 
lawyer representing the owner or the title guaranty company. 
Deeds or guaranty policies may be examined in lieu of obtain- 
ing confirmations; and tax bills, which are prepared in the name 
of the owner, may also be examined as ownership evidence. 
Many auditors do not carry the verification of land ownership 
past the point of the examination of vouchers which are in sup- 
port of payment. An important phase of ownership verifica- 
tion is the determination of the existence of or freedom from 
mortgages, taxes in arrears, judgments and other liens. The 
existence of such liens should be included in the confirmations 
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obtained from the attorney or title company. If liens do exist, 
they must be shown as liabilities. Many auditors have assumed 
clear title to land when, in reality, encumbrances existed. 

It occasionally happens that a deed is in the name of the 
equitable owner of the land, who is some person other than 
the client. In such cases, the auditor should mention the fact 
in his report. 

Land held for business purposes is segregated on the balance 
sheet from land held for investment or contemplated future 
use. All land should be carried on the books at cost, if acquired 
by purchase, or at appraised value, under proper circumstances. 
Cost for improved land includes such things as the cost price, 
broker’s commissions, title fees and special assessments for im- 
provements such as sidewalks, streets and sewers. In the case 
of special assessments on improved land, no criticism can be 
offered if the assessments are charged to expense, as often the 
supposed increase in value is negligible or entirely lacking; for 
federal income tax purposes, special assessments are capital out- 
lays. If land is acquired by gift, the land is evaluated at its 
appraised amount and should be set up on the books only after 
all requirements in accordance with the terms of the gift have 
been fulfilled. If land is purchased and paid for in the capital 
stock of a corporation, the land may be capitalized at (i) the 
par value of the stock given or (2) the fair market value of the 
stock. The latter treatment is the more conservative and usually 
the more accurate of the two, but decision in this matter rests 
with the board of directors. In the case of unimproved land, 
the cost price only, plus commissions and title fees, appears as 
the capitalization unless the land is definitely in a stage of cur- 
rent improvement, at which time assessments and taxes are com- 
monly added to original cost. Most plot owners and developers 
charge all current carrying costs to the Land accounts. After 
productivity results, proper distinction must again be made be- 
tween revenue and capital outlays. If land is purchased upon 
which a building is located at the time of acquisition and if the 
building is to be razed for the erection of a new structure, the 
cost of the old building and the cost of razing it are proper 
additions to land cost; the realized salvage from the razing re- 
duces the land cost. 
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Buildings 

The auditor must vouch all payments made in connection 
with the purchase of buildings and the expenditures made on 
buildings during the audit period, or, in the case of a first audit, 
he must go back as far as necessary in order to determine 
present values based upon cost. He must also verify all authori- 
zations for purchase and construction. In order to verify costs, 
architects’ estimates and contracts must be examined. In cases 
in which actual cost exceeds authorizations, approval for the 
excess cost must be submitted. 

Each building should be carried in a separate ledger ac- 
count, and the reserves for depreciation and obsolescence must 
be adequate and correct for each building. Depreciation must 
not be credited directly to the Building accounts, as these should 
be maintained at cost. Records must be investigated to de- 
termine the extent of liens against the buildings, which must 
be shown as liabilities and not as valuation reductions. Addi- 
tions and improvements must be added to the cost of the build- 
ings, ordinary repairs and replacements must be charged off 
as expenses and extraordinary repairs and replacements should 
be charged to the reserve for depreciation. In these matters, 
common sense must prevail at all times. 

In the event that a company is building its own plants or 
has contract construction work in progress at the end of the 
period, the auditor must see that the costs of the construction 
are not included in inventory of merchandise but are entered 
in fixed assets or are shown separately as “Advances on Con- 
tracts for Fixed Asset Construction.” The latter treatment is 
preferable because of the current nonproductivity of construc- 
tion work in progress. All liabilities for construction work 
completed and not paid for must be shown; an examination of 
invoices should determine this, accompanied by an examination 
of available contracts. To exemplify the treatment, assume that 
the contract price of a building is $500,000.00, that the work 
done and paid for is $200,000.00, and that 1 100,000.00 of work 
is done and not paid for; in this case, $200,000.00 appears as 
“Advances on Contracts.” If the $100,000.00 has been billed, 
then the advances show as $300,000.00, and the liability thereon 
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shows as 1 1 00,000.00. Neither during construction nor at any 
other time should profits in connection with the constructed 
buildings appear, and if any such profits have been taken up, 
the auditor must prepare adjustments to eliminate them by re- 
versing the entries placing the profit on the books. 

It is proper to capitalize interest paid during construction 
and the amortization of bond discount during construction. 
Premium amortization during construction should reduce the 
total construction cost. This practice is based upon the theory 
that no revenue is forthcoming during construction and that 
therefore interest charges, among other expenses, must be added 
to the cost of the construction. As soon as construction is com- 
pleted and productivity begins, the interest charges are set up 
as expenses. 

If a company is constructing its own buildings, overhead 
should be added to the cost of the new structure only in the 
event that overhead actually is increased above normal, and 
then only the actual increase is to be capitalized. If part of 
the regular factory overhead is added to the cost of the new 
building, then the cost of the products regularly manufactured 
is reduced to a fictitiously low figure, which was not brought 
about by a reduction in normal manufacturing overhead. 
Reversely, if overhead is increased by construction and if the in- 
crease is not added to the construction cost, regular manufac- 
turing costs are increased to a fictitious figure. The auditor 
must also verify material and labor charges. 

If a company is using a leased building, the leasehold must 
be examined, primarily in order to see that improvements are 
being written off during the life of the lease. The lease is also 
examined so that the auditor can be familiar with cancellation 
clauses and their effect upon the carrying value of the improve- 
ments made to the property. A great many office buildings, 
department stores, specialty stores and hotels are constructed on 
leased land. Most manufacturing companies own their land 
and buildings. All improvements to leased property must be 
written off over the life of the lease or the life of the improve- 
ment, whichever is shorter. 

Insurance policies in effect on buildings must be carefully 
examined by the auditor in order to determine the adequacy of 
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protection.’ In the event of a loss arising from fire, explosion, 
flood or any insurable or uninsurable casualty, the auditor must 
see that the accounts are properly handled so that all losses are 
properly shown. The final loss should, of course, be shown at 
its net amount after insurance adjustments are made. When 
any building is destroyed, either intentionally or by casualty, 
the Building account and all accounts connected with the build- 
ing must be completely closed out. 

As previously mentioned, buildings should be evaluated at 
cost, less accumulated reserve for depreciation. In the event 
that a building is revalued upward and the new valuation fig- 
ures are brought onto the books, the auditor must see that the 
annual depreciation charge is correctly handled. The entries 
are either of the following; 


1. Depreciation Expense on Buildings (based on cost) 

Unearned Surplus (or Surplus Arising from Appraisal of Fixed 
Assets) (for proper percentage of write-up) 

Reserve for Depreciation of Buildings (based on appraisal) 

2. Depreciation Expense on Buildings (based on appraisal value) 

Reserve for Depreciation of Buildings (based on appraisal 
value) 

Unearned Surplus (for proper percentage of write-up) 

Surplus (for proper percentage of write-up) 

In this way, the Unearned Surplus account is reduced to zero 
at the time of full depreciation and capital is not overstated, and 
the depreciation expense is charged correctly. One commonly 
advanced reason for revaluation is to obtain more correct de- 
preciation figures, figures which are current and competitive and 
which prevent cost figures from becoming too low in high cost 
periods. If one follows this reasoning, method (2) above should 
be adopted, as that method bases depreciation on appraisal. If 
buildings and land are owned by a real estate company or by a 
builder, the property is carried as an inventory and evaluated 
accordingly. When buildings are in the process of construc- 
tion at the audit date, the auditor must investigate the methods 
of charging materials, labor and overhead to the jobs to be 
sure that costs are correct. 
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Machinery and Equipment 

The auditor must be certain that machinery and equipment 
account balances at the beginning and at the end of the period 
agree with the balance sheet amounts. Authorizations and 
vouchers for the purchase of machinery and factory equipment 
should be examined and vouched into the accounts. If ma- 
chinery is manufactured by the client for his own use, verifica- 
tion is made of the matenal, labor and overhead charges taken 
to the Machinery account. Here, as in buildings, overhead 
should not be added to the cost of the equipment manufactured 
unless there is an actual increase in the overhead. All installa- 
tion expenses in connection with the purchase of new machinery 
are capitalized, on the basis that all costs incurred which precede 
productivity are to be capitalized. Reinstallation costs should 
not be capitalized but should be charged to expense. If large, 
they may be treated as a deferred charge to operations, to be 
written off over a relatively short period of time. If the rein- 
stallation is caused by past poor judgment and fails to add value 
beyond the first installation, the reinstallation should be charged 
to expense, or to surplus if the charge is too large for this cur- 
rent period, and should not be treated as a deferred charge. 

Subsidiary machinery and equipment ledgers have come into 
increasing use since the enactment of federal income taxation 
laws which do not permit a deductible loss upon abandonment 
unless separate equipment accounts are maintained. The sum 
of the subsidiary accounts should be checked with the con- 
trolling Machinery and Equipment account, and the auditor 
must make tests to see that the subsidiary records are properly 
kept. Authorizations for repairs, replacements, additions and 
improvements must be investigated to see that they are cor- 
rectly treated in both the control and the subsidiary account. 
An examination of repair and maintenance accounts frequently 
discloses the inclusion of capital expenditures. 

The auditor must verify all deductions made from machinery 
and equipment during the year, and he must be certain that all 
entries in connection with deductions are properly made. Also 
he must be alert to detect the omission of any entry when assets 
have been retired, particularly if the retired assets have not been 
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sold or if no net scrap value was realized. The auditor’s inspec- 
tion of the plant and his examination of insurance poUcies may 
bring such instances to his attention. The cash receipts for all 
major disposals should be traced to the cash book. Verification 
of the reduction of the Reserve for Depreciation controlling 
account must also be made to see that the reserve is reduced 
by the proper amount. An asset is sold for $500.00; the asset 
cost $11,000.00 and has a reserve for depreciation of $9,000.00 
at the time of disposition; a common mistake is to debit the 
$500.00 to cash and erroneously to credit the asset account, 
leaving a balance of $10,500.00 in that account and leaving the 
reserve on the books. The correct entry is: 

Cash $ 500.00 

Reserve for Depreciation 9,000.00 

Loss on Sale of Fixed Asset 1,500.00 

Machinery $11,000.00 

Proper provision for depreciation and obsolescence must be 
made, and the auditor must see that machinery and equipment 
not actively used are properly and adequately provided for by 
adequate reserves. The cHent must not be permitted to con- 
fuse depreciation and operating efficiency. If machinery or 
equipment has been revalued during the period, the auditor must 
verify the entries for the valuation and determine that the 
appraisals were made by competent parties, and he must also 
verify necessary changes in the reserves for depreciation and 
obsolescence. 

The auditor must examine insurance policies carried on ma- 
chinery and equipment to determine the amount and adequacy 
of the protection. If protection seems low, the situation should 
be discussed with the client and mentioned in the report. 

In many cases involving the purchase of expensive ma- 
chinery, it is customary to buy on the deferred payment plan. 
An installment sales contract is usually in existence, which the 
auditor should examine in order to determine the payment pro- 
visions and title provisions. A common method is for the buyer 
to pay an initial sum and to execute several notes for the unpaid 
balance, the notes maturing at stipulated intervals. The notes 
probably are secured by a mortgage on the machinery pur- 
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chased. If this is the case, title has passed to the buyer. In 
some cases, title will not pass until the equipment is completely 
purchased. In either of these cases, the equipment is shown at 
total cost, as an asset, and a liability is set up for the unpaid 
balance. Depreciation is computed on the contract sales price 
and not upon the paid portion of the contract. If payments are 
made under a rental contract, which provides for the privilege 
of purchase if the lessee desires, rental payments made by the 
lessee are capitalized at the time of the purchase. If the outright 
purchase price is less than the accumulated rentals plus the bal- 
ance paid, the smaller amount should be capitalized. Further- 
more, at purchase time, depreciation to date should be offset 
against the capitalized rentals. 

The auditor will do well to take a little time to inspect the 
machinery and equipment, arrangement and general operating 
condition and efficiency. Much can be learned from a tour of 
the plant, and the auditor is in a much better position to advise 
as to reserve adequacy if he is familiar with the equipment as 
well as with the books. 

Small Tools 

Verification of small and loose tools is a rather difficult mat- 
ter. The auditor should try to convince the client of the desira- 
bility of a yearly inventory of small tools and the establishment 
of a figure below cost in the Small Tools account. Deprecia- 
tion reserves are likewise difficult of analysis when kept for 
small tools. Some companies capitalize small tools at a con- 
servative figure and then charge all additional tool costs to 
expense. Under this plan, the only time the Tools account 
is adjusted is when major increases or decreases are made in 
the supply or cost of small tools. This is an excellent and easily 
operated plan, but the tool inventory should be taken period- 
ically in order to check on stolen tools and those of improper 
quality and usefulness. 

Furniture and Fixtures 

The procedure for furniture and fixtures is the same as for 
machinery and equipment. Most furniture and fixtures have no 
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scrap value, particularly shelving and partitions erected on 
leased property. The auditor must be certain that these items 
are properly charged to expense. Some companies charge to 
expense the major portion or all of their furniture and fixtures 
as rapidly as they are purchased. This plan might be satisfactory 
in certain cases and might lead to a gross understatement of 
assets in other cases. The auditor must investigate conditions 
and analyze accounts to determine the propriety of action in 
any case. He must also ivatch carefully improvements to leased 
property, to see that the lease does not expire before the im- 
provements are written off the books. 

Delivery Equipment 

Procedure for the audit of delivery equipment follows the 
verification procedure for machinery and equipment. Deliver)^ 
equipment has a relatively short life in the majority of cases, and 
the auditor must verify all account entries for disposals and 
trade-ins. Depreciation schedules should be carefully prepared, 
owing to the rather widely varying rates for different types 
of trucks and for different operating conditions. The client 
should be encouraged to keep complete cost records for each 
truck or automobile used. Cases exist in which trucks have 
been depreciated at the rate of 25 per cent per year for seven 
years, thus grossly overstating the reserve for depreciation for 
certain equipment. This condition has been made possible by 
failure to segregate costs and depreciation figures on each item 
of delivery equipment and by making incorrect entries at the 
time of sale or trade-in for other items of delivery equipment. 

Containers 

For certain types of businesses, containers represent a large 
investment. The theory is that the containers are returned 
when they are empty. The auditor must obtain satisfactory 
proof that the containers are not overstated on the records of 
the client and that proper provision is made for breakage and 
nonreturns. The proof of container quantity and valuation will 
differ for each type of business under audit, but the auditor 
can usually feel certam that the number of containers out is 
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greatly in excess of the number of containers on hand, exclu- 
sive of the reserve supply. Depreciation is high on most con- 
tainers, and the auditor must be certain that depreciation rates 
are adequate. In a great many cases, deposits are required from 
purchasers to cover the return of the containers. The auditor 
must see that the deposit is correct and is treated as a liability. 
The cash received for container deposits may be included as 
part of the general cash available for company use, or it may 
be placed in a separate fund. 

Patterns, Drawings, Etc. 

Patterns, electrotypes, drawings, dies, special tools and jigs 
are examples of assets which are difficult to evaluate. The scrap 
value of these assets is usually negligible, but the problem arises 
as to the probable length of life and the remaining useful value. 
Normally, these accounts require frequent adjustment in order 
to prevent their overstatement. This class of asset will be used 
once at least, but too many companies contemplate their re- 
peated future use, and their expectations too often do not ma- 
terialize. Therefore, conservative practice dictates the writing 
off of these assets at a rapid rate — a rate so rapid that all costs 
are written off against the sales of the initial manufacture, print- 
ing, reproduction, and so on. The auditor might encounter quite 
a bit of opposition to his desire to eliminate these asset values 
quickly, but after a period of time the majority of clients are 
convinced that the auditor was correct in his contention. Under 
any circumstances, it is extremely risky to permit the accumula- 
tion of patterns, drawings, electrotypes, and so on, in the asset 
accounts. 

Extractive Industry Assets 

Wasting assets of extractive industries are treated also in 
Chapter XII “Valuation Reserves,” but it is appropriate to men- 
tion here that the auditor must rely on technical expert estimates 
so far as quantity, and therefore valuation, is concerned. The 
accumulation of funds for the acquisition of new mineral prop- 
erty must be verified on the basis of the quantity extracted and 
the policy of the company with respect to fund accumulation. 
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If funds for new property are not established, liquidating divi- 
dends are being paid, and the auditor should make appropriate 
comment in his report if stockholders are not being advised of 
the nature of the dividend. If the extractive industry land is 
owned, the auditor must verify the cost of the property; if it 
is not owned, the lease agreements under which the operating 
company is working must be examined. The by-laws of extrac- 
tive industry companies must be examined to determine divi- 
dend provisions. In a great number of mining, oil and timber 
cases, purchase price is of no significance, and “discovery value” 
based upon reliable estimates of reserves is used in place of a 
ridiculously low cost figure. 

QUESTIONS AND PROBLEMS 

1. In auditing a company for the first time, would you be willing 
to place your entire confidence in a deed as (a) evidence of 
ownership of the land, and (b) evidence of the value of the 
land? 

2. Your client, the Waterfront Manufacturing Company, has suf- 
fered extreme property damage through floods, which washed 
away one building valued at $25,000 and caused $10,000 dam- 
age to another building. It is suggested that the $25,000 for 
the destroyed building be left on the books as a capital asset 
and that the reconstruction cost for the new building, $30,000, 
be added to the account. You are presented with the argument 
that total plant investment is $55,000. It is also suggested that 
the $10,000 flood damage to the second building be capitalized. 
What do you think of these two proposals^ 

3. In Question 2, assume that the Waterfront Manufacturing 
Company sold to the Dry Dock Company the building dam- 
aged to the extent of $10,000 by the flood. If the Dry Dock 
Company spent $10,000 to rehabilitate the building before 
occupancy, is the outlay to be capitalized or not^ 

4. The Tuckerman Company manufactures toys. It used its reg- 
ular employees to construct a new building. This work was 
done during the period of the year when toy manufacture was 
at a low point. The building cost $11,500, which cost did not 
include factory overhead. Factory overhead was not increased 
because of construction of the new building, as the employees 
would have been idle had it not been for the building con- 
struction. If the building had been built under contract, it 
would have cost $13,800. The company desires to put the 
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building on the books at that figure and asks your advice. Is 
the request reasonable and satisfactory? 

5. In Question 4, assume that the Tuckerman Company already 
had placed the building on the books at $13,800 and insisted 
that no other figure be used. Prepare the journal entry to put 
the building on the books and the entry to show depreciation at 
the end of the first year, assuming no scrap value and a life of 
10 years. 

6. You are auditing the accounts of the Pick Manufacturing Com- 
pany. During your analysis of the Building account, you dis- 
cover the following debits and the reasons therefor. 


{a) Interest $7,000.00 

{b) Fee to mdustral engineers 5,000.00 

{c) Title fees for prospective land purchase . 500.00 

{d) Major roof reconstruction 3,000.00 


{a) The interest is on a mortgage against the building. The 
mortgage was executed ii months ago, and the building is 8 
years old. {b) The fee to the industrial engineer was for 
advice and plans on the rearrangement of plant machinery. 
The advice was not followed, (c) The title fees for the pros- 
pective land purchase are in connection with the contemplated 
plan of buying a land site for another factory in another city, 
(i) The roof was reconstructed of the same material as the 
original roof, which also cost $3,000. What is your position 
with respect to the propriety or impropriety of the foregoing 
entries? 

7. What is the value of {a) the land and (b) the building in the 
following case? 

The Bond Machinery Manufacturing Company erected a 
new plant. The company bought, for $70,000, a land site upon 
which was located a building. Legal fees for the contract of 
sale and for title examination amounted to $300. The accounts 
of the seller, summarized, showed: 

Land 

Building $90,000.00 

Less Reserve for Depreciation 80,000.00 

Total 

The Bond Company razed the old building and realized $500 
net proceeds from the sale of the building materials. Six months 
were necessary to construct the new building, which cost 
$150,000. Taxes during the construction period amounted to 


$40,000.00 

10,000 00 
$50,000.00 
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$1,000. In order to build the factory, it was necessary for the 
Bond Company to borrow $i 00,000 for a period of two years, 
giving a first mortgage on the land and building. The interest 
rate on the loan was 6 per cent. Insurance during construction 
was earned by the Bond Company; premiums amounted to 
$2,500 for a five year period. The vice-president of the com- 
pany spent the entire six months conferring with the architects 
and working with the contractors. His salary is $17,000 per 
year. 

8. What two steps should an auditor take in order to protect him- 
self from censure in the event that a Building account has been 
written up on the books of a client? 

9. In preparing your working papers for the Machinery account 
of the XYZ Corporation, you see one entry, “Improvements, 
$9,000.” What steps will you take to assure yourself that 
the improvements actually constituted capital expenditures? 

10. Under what three circumstances might it possibly be permis- 
sible to sanction an upAvard evaluation of fixed assets on the 
books of a company^ 

11. In your examination of the books of the Burns Company, you 
discover the following entries, properly posted. 


Buildings $100,000.00 

Unearned Surplus 

To write up the Building account in ac- 
cordance with an increase in market 
value. The appraisal was by the West- 
ern Real Estate Company, Original cost 
of the building, six years ago, $800,000.00. 

Unearned Surplus 100,00000 

Common Stock Dividend Payable. . . . 

Common stock dividend declared by 
board, payable June 25 to stockholders 
of record June i. Common stock out- 
standing now is $1,000,000.00. 


$100,000.00 


100,000.00 


Common Stock Dividend Payable 100,000.00 

Unissued Common Stock 

To record the dividend payment. 


100,000.00 


Is the situation as recorded acceptable practice? Is the pro- 
cedure legal in your state? Assume further that the dividend 
was a cash dividend. Would this change in any way affect 
your answers? ^ 

12. In auditing the Drawings, Patterns, Dies or Jigs accounts, in 
what two things are you fundamentally interested? 

13. Design a working paper satisfactory for the analysis of ma- 
chinery manufactured for one’s own use. 
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14. Your client, the Seal Corporation, buys large quantities of small 
tools which never last more than one year. The company 
charges these purchases to an asset account, Tools, and then 
evaluates the tools by inspection at the close of the year. Have 
you any criticisms to offer^ 

15. The Grand Marais Company has been in operation lo years and 
has never been audited. You are engaged to audit the com- 
pany for the year ending December 31, 193A. With respect to 
the fixed assets, what will be the extent of your verification^ 

16. The Package Company buys four new machines costing $10,000 
each, on July i, 1938. The terms of the sales contract include 
the granting of a 2 per cent discount if the bill is paid by Sep- 
tember I, 1938. At what figure should the machines appear 
in the Machinery account if the Package Company pays its 
bill before September P 

17. Analyze and correct the following Equipment account, found 
on the books of the Frazey Company. 


Equipment 


Balance (assume correct) . $150,000.00 
July I, 1933 Machine X.. 9,000.00 

July I, 1938 Machine Y . . 11,00000 

July I, 1938 Machine Z . 13,00000 

July I, 1938 Machine XX 14,000.00 

July I, 1938 Dismantled X 20000 

July I, 1938 Installation . 900.00 

Aug. I, 1938 Repairs, Y. 10000 

Sept I, 1938 Moved XX.. 20000 


July 1, 1938 Machine X 

sold . $ 1,000.00 

Dec 31, 1938 Balance 197,40000 


$198,400 00 


$198,400 00 


Depreciation is at 10 per cent per year, taken on the balance of 
the account at the end of the year. Of the $900 installation cost 
of July I, 1938, $200 is for Y; $300 is for Z; $400 is for XX. 

18. The McCoy Company built a new factory building at a con- 
tract price of $500,000. Payment to the construction company 
is made in McCoy first mortgage, 30 year, 5 per cent bonds, 
at a price of 95. During your audit of the McCoy books, you 
discover that the 5 per cent discount has been charged to the 
Building account. Is the procedure right or wrong? Give 
reasons for your answer. 

19. The Binon Company is organized January 6, 193A, with an 
authorized capital stock of 100,000 shares of common, par $20 
per share. One half of the stock is sold for $16 per share, and 
the other half of the stock is given in payment for a fully 
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equipped building and a land site. During the course of your 
audit for the year ending December 31, 193 A, you see that the 
various fixed asset accounts involved have been debited for a 
total of $1,000,000 and that the Unissued Capital Stock account 
has been credited for $1,000,000. In view of the fact that the 
board of directors may use any valuation they desire, do you 
think that the fixed assets are correctly debited for $1,000,000. 

20. You are auditing the books of the Baton Company, a newly 
organized corporation, and you find the following account m 
the general ledger: 


Land and Buildings (Ignore Credits) 


July 2. Discount on Common Stock I 10,000.00 

July 4. Purchase of Land and Buildings . 200,000.00 

July 5. Legal Organization Fees i, 000.00 

July 6. Organization Expenses ... 2,000.00 

July 7. Title and Purchase Fees . . 1,000.00 

July 8. Cost of Razing Building . . . 3,000.00 

Sept. I, Officers’ Salaries , . 7,000.00 

Oct. I. Bond Discount . 4,000.00 

Dec. I. Stock Bonus to Corporation Promoters (1,000 

shares, par $2000) 20,000.00 

Dec. 15. Bond Interest ..... . . 3,000.00 

Dec. 15. Real Estate Taxes .. . 2,000.00 

Dec. 30. Cost of New Building 300,000.00 


Investigation of the debits to the Land and Buildings account 
discloses the following: 

{a) $500,000 of common stock was sold at a 2 per cent 
discount. 

{b) The old building was evaluated at $60,000 and the land at 
$140,000. 

{c) The company paid $3,000 to have the old building de- 
molished, then sold scrap for $1,000, which had been 
credited to Profit and Loss. 

{d) Officers of the corporation had nothing to do with the 
building construction, other than general inspection of the 
progress of the work. 

{e) $100,000 of bonds were issued at 96. 

(f) Real estate taxes were for six months. 

(/) What is the cost of the land^ 

{2) What is the cost of the buildings? 

(5) What is the disposition of all items except those 
that you included in (z) and (2)? 

21. The Wilson Manufacturing Company has purchased 10 milling 
machines at $10,000 each from the Oakley Machine Tool Com- 
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pany. The machines are purchased on the installment plan on 
August I, the initial payment being 1 10,000 and the contract 
stipulating that $10,000 is to be paid on the first of each month. 
Title will pass to the Wilson Manufacturing Company at the 
time of the last payment. The Wilson Company intends to 
depreciate the machinery at 10 per cent per year. What is the 
condition of all of the accounts connected with the foregoing 
transactions on December 31^ 

The Extractit Corporation acquired a tract of undeveloped 
mining property in Colorado for $25,000 on June 12, 1923. 
The company has spent $75,000 additional on the property. 
In August 1938, a geological survey was made of the property, 
and the report of the geologists, submitted in December 1938, 
estimated that $2,500,000 of ores were in the property, minable 
at profitable figures. The board of directors of the Extractit 
Corporation, at the December meeting, considered the report 
of the geologists and passed a resolution to place the property 
on the books for a total of $2,500,000. This was done by the 
accounting department. 

As auditor, you started your annual work January 15, 1939. 
You read the report of the geologists, traced the entries for 
the appreciation to the accounts, noted that the Surplus account 
now shows a $1,400,000 credit balance, whereas, ignoring the 
property revaluation, the account would have shown a 
$1,000,000 debit balance. You also talked to several officials 
about the revaluation. You prepared your balance sheet as 
follows: 

Mine Property at Cost $ 100,000.00 

Revaluation 2,400,000.00 $2,500,000.00 


You certified your balance sheet and presented it to the 
board at its January meeting. Every duector protested your 
showing of the revaluation figure as a separate asset item, and 
every director also protested your showing of ‘‘Surplus (Re- 
valuation credited for $2,400,000.). . . . $1,400,000.” 

{a) Did you do sufficient work in connection with the 
property audit? 

{b) What stand will you take over the protests raised^ 

The Madison Company is a large manufacturer of electric ap- 
pliances and equipment, having total fixed assets of $10,000,000 
and total assets of $65,000,000. During the audit for the year 
ending December 31, 193 A, your analysis of the fixed assets 
shows total additions of $500,000 and total deductions of $200,- 
000 for the year. The accounting and treasury departments 
supplied you with a detailed analysis of these additions and 
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deductions from the fixed assets. Part ot the $500,000 additions 
were purchased from outside sources, and part of the work was 
done by the employees of the Madison Company. 

You completely examined and vouched purchases of fixed 
assets for all purchases involving amounts in excess of $2,000; 
} ou examined liabilities for unpaid amounts, you tested smaller 
purchases and found that all fixed asset additions were reason- 
able and correct and that all liabilitities for unpaid amounts were 
correct. You examined authorizations and found all purchases 
correctly authorized and within the limits of the authorizations. 

In connection with capital construction work done by 
employees, you examined shop construction order records, 
material requisitions, pay roll distributions and overhead dis- 
tributions. You prepared a working paper thus analyzing all 
construction work. You found that factory overhead was not 
added to construction Authorizations for construction work 
were examined in detail for the job and for proper approvals. 

In connection with the capital deductions, you examined 
and traced all fixed asset deductions, determined that the asset 
accounts were credited for cost, determined that the reserves 
for depreciation and obsolescence were closed out and traced 
the salvage disposal realized upon the sale of some of the dis- 
continued equipment. You also examined all authorizations for 
fixed asset disposals. 

Criticize the auditing procedure. 

24. Brookville, Indiana, erects a new school building. The money 
for the construction is obtained from a 40 year bond issue, and 
the building is estimated to last 40 years. A sinking fund is 
provided for 'the payment of the bonds at maturity. In es- 
tablishing the county tax rate, no provision for depreciation of 
the building is made by the county commissioners, and they 
insist that none should be made. The Brookville School Board 
is of the opinion that provision should be made in the tax rate. 
Which of the parties to the controversy is correct? Support 
your position. 

25. The Lock Manufacturing Company delivers its products in 
containers which are to be returned by the customer. The 
customer pays a deposit of $3 per container which is refunded 
upon the return of the container. The cost of each container 
to the Lock Company is $1.00. In your audit of the Lock 
Company, you ascertain that 5,000 containers are in the pos- 
session of customers and that the I3.00 deposit has been received 
by the company. There are also 3,000 containers on hand. All 
containers are 25 per cent depreciated. How will you show 
these data in your balance sheet.^’ 
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General 

Reserves are of two general classes, depending upon their 
source. The first class constitutes the profit and loss reserves. 
The second class covers net worth reserves, which are treated 
in Chapter XVII. Profit and loss reserves have their debit ele- 
ment in some expense account which is closed to profit and 
loss, and they are (i) reserves which evaluate assets or (2) re- 
serves which create liabilities. At this point we are interested in 
profit and loss reserves which evaluate assets, particularly fixed 
assets. 

Current expenses, such as wages, rent or interest, which 
must be paid in cash cannot be neglected, because of the con- 
tractual character of the obligations and the impossibility of 
continuing in business when such obligations are not promptly 
met at maturity. In the case of capital assets, the situation is 
different. These are really expenses paid for a long time in ad- 
vance from funds provided by the bondholders .or stockholders 
who start the business. Just as owners expect revenues to pro- 
vide funds for paying wages, rent and interest, so owners are 
entitled to expect revenues to provide funds either for replac- 
ing capital assets or for returning the money invested therein to 
those who supplied funds for their purchase on construction. 

The danger of neglecting necessary measures to secure and 
hold a return of the investment in capital assets is serious, since 
it may result in plain inefficiency or ultimately in complete loss 
of capital. Correct treatment of the depreciation problem is 
essential to the preservation of invested capital and hence to 
continued success in business. Costs of manufactured products 
and of merchandise sold by mercantile concerns are not com- 
plete if they do not include an amount of expense necessary to 
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take care of fixed asset depreciation, obsolescence and possible 
inadequacy. In the majority of businesses, depreciation takes 
place regardless of productive or sales activity, the depreciation 
might be less in inactive times than in times of high productivity 
or sales; but for a depreciable fixed asset, depreciation expense 
does not stop for one second of time. Therefore, the ideas of 
some people that depreciation should be charged off as an ex- 
pense only during periods of large profits point to a distinct lack 
of understanding of the true problem. 

If one expects to remain in business, it is necessary to make 
provision for the replacement of fixed assets when they wear 
out, become obsolete or become inadequate. The advances in 
machine productivity during the past decade have definitely 
shown many entrepreneurs that depreciation provisions for ob- 
solescence and inadequacy have not been sufficiently high. No 
one can foretell where the incidence of total depreciation will 
come to rest and just who will be forced to bear the burden of 
technical manufacturing improvements. At any rate, deprecia- 
tion charges must be sufficiently high to take care of almost 
every possible contingency; otherwise capital is constantly de- 
pleted and unemployment greater and depressions are more se- 
vere. Depreciation accounting is a method whereby reservations 
of earnings are made in amounts sufficiently large to provide 
for capital asset replacement when the necessity arises. It is 
necessary that a business be continued without being forced 
constantly to raise additional capital in order to replace worn 
out, obsolete and inadequate assets. State corporation laws usu- 
ally stipulate that dividends may not be paid from capital con- 
tributions but may be paid only from profits. If capital is 
returned to the stockholders, the laws require that certain stip- 
ulations be met, such as notice to the stockholders and to the 
creditors of the corporation. Thus the laws recognize the ne- 
cessity of providing for recovery of fixed assets. Only in the 
case of extractive industries, where there is no intention of 
acquiring additional property, is it legally permissible to return 
capital contributions as dividends along with dividends from 
profits. The by-laws of an extractive industries corporation may 
prohibit dividends out of capital. 
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Depreciation 

Depreciation is one phase of accounting and auditing which 
is of constantly growing importance and one which demands 
all possible resourcefulness if it is to be handled properly. De- 
preciation is considered here as a decline in value due to wear 
and tear, obsolescence and inadequacy. Wear and tear are 
looked upon as physical depreciation, while obsolescence and 
inadequacy are considered functional depreciation. 

Depreciation must never be confused with market value fluc- 
tuations, upward or downward. Fluctuations in the value of 
assets have no relationship to the fact that all fixed assets, except 
land, are constantly wearing out and approaching a zero value. 
Depreciation cannot be ignored and profits be correctly stated; 
depreciation cannot be ignored and at the same time dividend 
policies be maintained which are within the range of moral and 
sometimes legal sanction. Market fluctuations can be, and are, 
ignored in these instances. If current market prices for fixed 
assets are to be brought into the picture, they should appear 
only as balance sheet footnotes. Depreciation is a fixed or rigid, 
and not flexible, expense which varies greatly with activity. 
This does not mean, of course, that depreciation rates should 
not be altered as physical and functional changes in conditions 
warrant the making of changes so that a more accurate status 
is shown. It means that physical depreciation is a constant thing. 
Depreciation rates should never be subjected to arbitrary altera- 
tions which are dependent upon the whims of managers and 
upon the profit position of a company. In no case is it possible 
to foretell precisely the expected life of a fixed asset, but rea- 
sonable estimates of value decline can be made, based upon the 
cost of the asset, its estimated scrap value and its anticipated use- 
ful life. The anticipated useful life of the asset is based pri- 
marily upon experience and upon the uses to which the asset is 
placed. Factory buildings may be more soundly constructed 
than similarly constructed apartments and office buildings, but 
owing to vibration and more active physical use, the former 
probably will experience a shorter life. Depreciation rates will 
therefore vary with local conditions of use in the majority of 
cases. If rates are too low, assets and capital are overstated. If 
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rates are too high, secret reserves are created. The Bureau of 
Internal Revenue of the United States Treasury Department has 
prepared a preliminary report setting up suggested deprecia- 
tion rates covering the assets used in most industries. 

There are many methods available for the computation of 
depreciation charges, all of which must be familiar to the audi- 
tor. A few of the methods are reviewed in summary form. 

Straight Line Method. — ^This method charges depreciation 
at a constant rate over the estimated life of the asset. The 
method is used almost exclusively by every type of business. 
The theory of the method is that depreciation is proportional 
to expired time and that it is constant throughout the life of the 
asset. Its simplicity of computation and application is its biggest 
advantage. The disadvantage of the method is the failure to 
equalize depreciation plus repair and maintenance expenses over 
the life of the asset, as repairs and maintenance tend to increase 
during the later years of the asset’s usefulness. 

Reducing Balance Method. — ^This method charges deprecia- 
tion at a high amount during the early years of life and at a 
decreasingly smaller amount as the asset grows older. The the- 
ory is that repairs and maintenance are small during the early 
years of the asset and become increasingly greater as the asset 
grows older, while depreciation is constantly decreasing, thus 
tending to balance or equalize total maintenance costs. This 
method corresponds to actual physical depreciation only insofar 
as it does secure an equalization of total costs of operating the 
asset (which it rarely does). It does make provision earlier for 
possible obsolescence and inadequacy — constantly greater dan- 
gers in present-day industry. One disadvantage of this method 

lies in the solution of the formula: rate— i — \/ , where n 

cost 

is the estimated life periods. A great many people do not possess 
the ability to use logarithms to extract the n® root. 

The Working Hours Method. — ^The working hours method 
is based on the theory that an asset depreciates as it is used and 
does not depreciate when it is not in operation. The extent to 
which this theory is correct varies greatly with the nature of 
the asset. The advantages of the method are the ease of opera- 
tion and the charging of depreciation on the basis of operations 
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and therefore, possibly, on profits. The disadvantage is the 
failure to recognize the constant presence of depreciation, re- 
gardless of production. 

The Units of Output Method . — ^This method is based on the 
assumption that the asset subjected to the method depreciates 
proportionately to output. The method is similar to the work- 
ing hours method with the simple substitution of units of output 
for hours of productivity. 

The Sinking Fund Method . — ^This method (better called the 
“compound interest method,” to avoid any implication of the 
relationship of a fund to replacing assets) calls for a periodic 
constant amount which, together with compound interest at 
a certain rate on the total accumulation, will equal the total 
depreciable amount at the end of the estimated life of the asset. 
The depreciation expense debit is the periodic contribution 
plus interest accumulations. The method results in depreciation 
at increasing amounts. A fund may or may not be established 
if the method is used. If a fund is established, cash is definitely 
segregated for the purchase of new assets. The method is not 
widely employed, but is occasionally used by public utilities. 

Most business men do not like to earmark funds for specific 
purposes, preferring to keep the money in general circulation 
as far as the business is concerned and trusting to their ability 
and business judgment to safeguard the general finances so that 
fixed assets can be purchased when they are needed to replace 
worn out units. If depreciation funds are established, they should 
always be invested in liquid assets so that the conversion to 
cash can be made rapidly and without loss of principal. If the 
funds are invested in fixed assets, conversion is slow. When de- 
preciation funds are not established, the current assets of a busi- 
ness should be constantly increasing, cash in particular, until 
the time arrives when certain fixed assets must be replaced. - At 
the time of replacement, current assets normally can be ex- 
pected to show a pronounced decrease. Cash increases brought 
about by the recovery of depreciation are also commonly used 
to retire funded indebtedness, with the result that dividends 
must be withheld from stockholders to some extent or borrow- 
ing resorted to for the replacement of fixed assets. 
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Depreciation by Revaluation . — As stated in Chapter XI, this 
method is applicable to a few assets which are affected by con- 
ditions not found in the average capital asset when life and 
scrap value can be reasonably estimated. The difference be- 
tween the estimated value of the asset at the beginning and at 
the end of the year equals the amount of depreciation. Re- 
serves commonly are not used in connection with assets eval- 
uated by this method, but the depreciation is a direct credit to 
the asset. The method has no advantage when applied to assets 
other than loose tools, containers, patterns and a few others. 
Its disadvantage is the encouragement to substitute a guess for 
an estimate. 

Auditing Procedure 

In auditing reserves for depreciation, the auditor should en- 
courage the establishment of reserves for every fixed tangible 
asset, as opposed to direct credits to the asset accounts. Before 
verifying the depreciation charges and the reserve credits, he 
must be familiar with the method of computation used by the 
client. After knowing the method and the rates, he must see 
that the depreciation policy is consistently followed; this means 
that he must compute the depreciation to determine the ac- 
curacy of the client’s computations. He must determine, to the 
best of his ability, that the estimated life of the asset is correct 
and that salvage values are reasonable. The rates must be high 
enough to provide for obsolescence and inadequacy. Then he 
must determine that the entries for the amounts of depreciation 
are made in the correct manner and to the proper accounts. 
The auditor must not hesitate to discuss depreciation amounts 
or policies with the client, especially when he is of the opinion 
that policies and amounts and methods are not reflecting con- 
ditions accurately. If he believes that depreciation is greatly 
overstated or understated, his position should be made clear in 
his report. He should insist that the method be sound and 
practical, that it provide sufficient depreciation and that de- 
preciation be taken on idle plant and equipment. He should 
check to see that booked depreciation agrees with the amount 
taken as a deduction in the income tax return, provided the 
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book depreciation is permissible for income tax purposes. Fre- 
quently, depreciation for income tax purposes must differ from 
that on the books, if both are right for their respective purposes. 

Each reserve for depreciation account should be completely 
verified for all entries made during the accounting period. If 
the audit is a repeat engagement, the auditor must determine 
that the book balances at the beginning of the year agree with 
his preceding working paper balances, and he must verify en- 
tries for the current year. In the event of a first audit, it may 
be necessary to analyze the accounts back to their inception in 
order to determine the accuracy of the balances. Depreciation 
of assets located on leased property must be computed on the 
basis of the life of the lease or the life of the asset, whichever 
is shorter. 

Debits to the reserve for depreciation accounts should be 
carefully investigated. The only charges to reserves which 
should appear are (i) debits for extraordinary repairs and re- 
placements which have the effect of lengthening the life of the 
asset; (2) debits for assets sold or otherwise disposed of, for 
an amount equal to the accumulated reserve against the asset, 
and (3) correcting entries. In connection with fixed asset re- 
tirement, the auditor must see also that the asset is removed 
from the asset account to the full extent of its cost (or ap- 
praisal value, if that is used). The auditor should see that all 
losses or gains on asset disposition are properly accounted for 
and that proper disposal is made of the losses or gains. Income 
tax provisions with respect to assets carried in group accounts 
must not be ignored. It is therefore better to carry separate 
asset and reserve for depreciation accounts so that losses may 
be considered as such and not appear as general reserve charges. 

If fixed assets have been appreciated, the auditor must be 
certain that the periodic depreciation entries are designed so 
that the appraisal surplus will be eliminated upon the full de- 
preciation of the asset. Losses upon disposition of appreciated 
assets must be prorated between the profit and loss account to 
take care of this type of transaction and the Appraisal Surplus 
account, so that this latter account is eliminated at the time of 
disposing of the asset. 

When auditing the depreciation reserves, it is a good plan 
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to verify the depreciation expense debits to be sure that the 
expense accounts contain depreciation only for the year under 
audit. The auditor must always obtain an idea of the extent 
of repair and replacement and general maintenance work per- 
formed in connection with the fixed assets. Some companies 
are lax on maintenance, while others keep all fixed equipment 
in excellent operating condition. For instance, two companies 
might each use lo per cent as the depreciation rate on machinery 
and 2 per cent on buildings. If Company A does not keep its 
buildings and machinery m good repair, 2 and lo per cent 
might be too low a figure, while if Company B does maintain 
all fixed assets in good operating condition, 2 and 10 per cent 
might be entirely too high, leading to secret reserves. Deprecia- 
tion is always an issue peculiar to each individual case, regard- 
less of necessary unification of rates for taxation purposes. 


Wasting Asset Depletion 

Depreciation is a reduction in value due to wear and tear, 
obsolescence and inadequacy. Depletion is a reduction in value 
due to the lessening of the physical quantity of an extractive 
asset. Depletion applies to natural resources, such as mines, oil 
wells and timber tracts. The purchase price of the property 
or its appraised value, divided by the estimated number of 
units to be extracted from the property, equals the depletion 
charge per unit. In auditing wasting assets, consideration must 
be given to any land value remaining after the completion of 
operations, if the land is a freehold. Quite often the mine, oil 
and timber operators acquire only a leasehold, in which case 
the land values will appear on the records of someone else. De- 
pletion charges naturally are estimates, and the auditor should 
try to convince the client of the necessity of periodic geologic 
estimates of the remaining quantity of ores, oils or timber so 
that he will have a knowledge of the sufficiency or insufficiency 
of his depletion charges. Some extractive industries companies 
use a reserve for depletion, while others credit depletion di- 
rectly to the value of the asset. There is no objection to the 
direct credit. 

In auditing the fixed property accounts in extractive indus- 
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tries, the auditor must verify title to property owned just as 
he does in an audit for mercantile and manufacturing concerns, 
by examining deeds, leases, vouchers and records in general. 
From survey reports he should verify the estimated number of 
units of product available. He should determine the basis used 
for calculating the periodic depletion charge; as stated before, 
this ordinarily is a certain amount per unit. Then he should 
see that the computations have been correctly made by examin- 
ing production records. The policy of the company with re- 
spect to the disposition of funds accumulated through depletion 
charges should be investigated to see that the disposition is in 
accordance with the by-laws. Some companies may build up 
a depletion fund for the acquisition of new properties at the 
termination of the present venture, while other companies, 
organized for one venture, may return the amounts to the stock- 
holders as liqmdating dividends. If the audit is an initial engage- 
ment for an old company, it may be necessary to verify deple- 
tion charges back to the beginning of the operations. When 
depletion rates are changed from time to time, based upon new 
quantity estimates, the rate change and the change in amounts 
must be verified. 

Buildings and other structures that are erected on mining, 
oil or timber property must be written off the books at least 
by the time extractive operations terminate. If a mine, for in- 
stance, has an estimated life of 30 years and if a building erected 
on the property has an estimated life of 50 years, the latter 
must be fully depreciated in 30 years. This may be accom- 
plished by using the straight line or any other method or by 
writing off the building on the basis of the number of units 
extracted. Some extractive industries companies include the de- 
preciation of buildings and equipment in the depletion rate, 
while others show depreciation separate from depletion. 

QUESTIONS AND PROBLEMS 

I. A building was constructed 20 years ago at a cost of $60,000. 
It was depreciated at a rate of 3 per cent per year, and depreci- 
ation was credited to the reserve for depreciation account. At 
the end of the twentieth year, the cost of erecting the same 
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structure is $80,000, at which time the building is sold for its 
appraised sound value. What is the sales priced 

2. {a) Under what conditions would you recommend that a 

reserve for depreciation of land be created^ 

{b) Your client owns some land which was purchased with 
the intention of resale, but a decline in the price of real 
estate caused the market value of the land to drop, and 
the client decides to hold it until prices have again risen. 
Is a reserve for depreciation justifiable^^ 

3. What do you understand by the term “depreciation by reval- 
uation”? Why is it not advisable to use this method in depreci- 
ating buildings^ 

4. You are auditing the records of an iron mine at the conclusion 
of its first year of opei^ations. The books have been closed, 
and you notice that a reserve for depletion does not appear. 
What is your attitude? 

5. Is it possible to maintain a fixed asset in such excellent repair 
as to make unnecessary a reserve for depreciation^ 

6. If a reserve for depreciation is created, do you think that a 
depreciation fund should also be created^ 

7. Your clients, the Boxtree Company, ask you to write to them, 
pointing out fully the theory, advantages and disadvantages of 
the three following methods of calculating depreciation. 

{a) The straight line method. 

(Z?) The fixed percentage on diminishing value method. 

{c) The working hours method. Write the letter. 

8. A mining company owns its property in freehold. It also owns 
its mining equipment. In such a case, how would you handle. 
(^3:) Depreciation on mining equipment^ 

{b) Depletion on natural resources? 

{c) The amortization of development expenses, assuming that 
they were capitalized during the premining staged 

9. When you are verifying the debit entries in the reserve for 
depreciation accounts, what auditing procedure will you 
follow^ 

10. Your client is the Richvein Mining Company. The company 
purchased a coal mine at a cost of $1,500,000, issuing common 
stock to that extent for it. The estimated total tonnage in 
the mine is 6,000,000, and depletion charges are computed on 
the basis of this total estimate. However, the members of the 
board of directors are slightly skeptical of the 6,000,000 ton 
estimate, so they decide to establish an additional reserve at the 
rate of $o.io per ton which will not reduce profits. A fund 
for the redemption of the common stock is established at the 
rate of $0.25 per ton of coal mined. 



Valuation Reserves 


237 

Profit for the year 193 A is $800,000 before providing for 
any reserves. During 193 A, 900,000 tons of coal were mined 
and sold, and 100,000 tons were mined and on hand at the 
end of 193A. 

Set up the proper reserves and funds at the end of 193 A. 
What is the final net profit^ 

II. The Heckman Company owns two plants in different cities, 
but it keeps a general ledger at the home office for both fac- 
tories and uses separate factory ledgers for the current opera- 
tions of each plant. You are the company’s regular auditor, 
and a summary of your working papers for January i, 193 A, 
IS as follows 


XX 

Assets 
Plant 1 

Assets 
Plant 2 

Total 

Assets 

Res. Dep 
Plant 1 

Res Dep 
Plant 2 

Total 

Furniture 
Delivery Equip 
Loose Tools 
Machinery 
Buildings 

Land 

$ 7,000 

35.000 

20.000 

175.000 

200.000 
40,000 

$ 3,000 

14.000 
5.000 

1 20,000 

1 30,000 

20.000 

$ 10,000 

49.000 

25.000 

295.000 

330.000 
60,000 

$ 3,000 

19.000 
Revaluation 

98.000 

44.000 

0 

$ 1 ,000 
5.000 

Revaluation 

45.000 

52.000 

0 

$ 4.000 

24.000 
Revaluation 

143,000 

96.000 

0 

Totals 

$477,000 

$292,000 

$769,000 

$164,000 

$103,000 

$267,000 









Your examination of the books for the year ending Decem- 
ber 31, 193A, discloses the information given below with 
respect to each asset. 

Furniture: Purchases, Plant i, April 10, $500; August 30, 
$400, Plant 2, July 10, $200; November 28, $300. Transfers* 
from Plant 2 to Plant i, January 16, $300, with a $100 reserve. 

Delivery Equipment: Purchases, Plant 2, July i, $1,500. 
Retirements, Plant i, July i, $3,000, completely depreciated, 
sold for $200. 

Loose Tools: No change. Tools are depreciated by reval- 
uation. Valuation at December 31, 193 A: Plant i, $18,000; 
Plant 2, $4,500. 

Machinery: Purchases, Plant i, February 10, $10,000; May 
3, $1,000; October 18, $5,000; Plant 2, December 10, $18,000. 
Transfers: June 6, Plant i to Plant 2, $15,000, with a $6,000 
reserve. Retirements: Plant i, July 7, $9,000, reserve $8,000, 
sold for $500; Plant 2, August 8, $11,000, reserve $9,000, sold 
for $3,000; Plant 2, September 9, $2,000, reserve $1,900, no 
salvage. 

Buildings: Purchases, Plant i, new foundry, February i, 
cost $69,000. 
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Land: No change. 

Depreciation is as follows, and is computed on the balance 
of each account as of the end of the year. 

Furniture, 15 per cent. 

Delivery Equipment, 25 per cent. 

Loose Tools, o per cent. 

Machinery, 10 per cent. 

Buildings, 2 per cent. 

Land, o per cent. 

You are required to: (a) Describe, in detail, the auditing 
procedure you will follow for each purchase, each transfer and 
each retirement, (b) Prepare a working paper summarizing the 
changes in the accounts, showing the adjustments and showing 
the final balance of each account. 

12. What are some general principles by which you will be guided 
in ascertaining whether too great or too small depreciation 
provisions have been made for furniture, machinery and build- 
ings^ Would a flat depreciation rate and a blanket depreciation 
reserve be satisfactory for these three assets? 

13. The net profit of the Liberty Manufacturing Company for 
the year 193 A, according to its statement of profit and loss, is 
1250,000. The company desires a loan from its local bank, 
and the bank engages you to audit the Liberty Manufacturing 
Company. During your audit, you discover the omission or 
commission of the following information. You are required 
to correct the reported $250,000 profit. 

(a) Of the $250,000 net profit, $25,000 was realized from the 
sale of capital assets at that amount above book value. 

(b) Depreciation expense was understated to the extent of 
$30,000. 

(c) Machinery, costing $35,000, had been manufactured by 
the company for its own use and was placed on the books 
at its market value, $40,000, the $5,000 being credited to 
income. 

(d) Dividends of $45,000 had been declared November i, 
1 93 A, payable January 10, 193B, to stockholders of record 
of December 15, 193 A. 

(e) In order to comply with the terms of a deed of trust in 
connection with a bond issue, $50,000 should have been 
set aside in a sinking fund December 31, 193 A; it was not 
set aside. 

(f ) Sales of certain fixed assets had been made during the year, 
and a loss of $55,000 was involved which had been debited 
to Surplus. 
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14. During the course of your audit of the Hadger Company, you 
discover that secret reserves have been created by overdepreci- 
ating the fixed assets. The company admits the practice and 
justifies it on the basis that by overdepreciating assets, net 
worth is protected, especially in good years, so that dividends 
can be paid with regularity in bad years. You are asked to 
certify the balance sheet. What will you do.^ 

15. When should theoretical and actual depreciation coincide? 

16. The Foxx Company has total capital stock of $1,000,000 out- 
standing. Earned surplus is $10,000,000. There is no bonded 
indebtedness or other fixed liabihties, and current liabilities 
stand at $i 0,000, compared with $1,500,000 of current assets. 
The company owns its own land, buildings, machinery and 
equipment. Depreciation provisions have always been very 
adequate. Owing to a decline of business in 193 A and owing 
to the fact that business had not been very healthy for several 
years preceding and owing to the desire to dispel the clamor 
of certain stockholders for more dividends, the company de- 
cided to write all fixed assets, except land, off to earned sur- 
plus. This involved a debit to the Surplus account of about 
$7,000,000. It was also decided that all future fixed asset pur- 
chases were to be expensed at once, thereby tending in some 
rough measure to balance out depreciation charges, although 
it was thought that new purchases and replacements would not 
be as large each year as former depreciation charges. 

You are auditing the company for the year ending Decem- 
ber 31, 193A. Your engagement calls for a certified balance 
sheet and statement of profit and loss. On the basis of the 
foregomg information, what will you do with respect to cer- 
tification^ Tax problems are to be ignored. 

17. Examine the following account which appears on the books of 
the Clary Company. 


Machinery 


7/ 1/33 Mch, I Purchased .$ 20,000.00 
7/ 1/34 Mch. n Purchased. 15,000.00 
7/ 1/35 Mch. Ill Purchased 25,000.00 
8/ 1/35 Mch. I Repaired. . . 1,000.00 

8/ 1/35 Mch. II New Racks 2,000.00 
7/ 1/36 Mch. IV Purchased 22,000.00 
7/ 1/37 Mch. II Parts Re- 
placed 3,000.00 

7/ 1/37 Mch. V Purchased . 30,000.00 

7/ 1/37 Adjusted to Ap- 
praisal 15,000.00 

$133,000.00 


6/30/34 Depreciation $ 2,000.00 

6/30/34 Depreciation 3,500.00 

6/30/36 Depreciation 6,000.00 

7/ 1/36 Sold Mch. I 12,000.00 

6/30/37 Depreciation 8,500.00 

6/30/38 Depreciation .... 13,300.00 

6/30/38 Balance 87,700.00 


$133,000.00 



240 


Auditing 


Explanations: 

August I, 1935. Machine I. Ordinary repairs. 

August I, 1935. Machine II. New racks replace old racks. 
The old racks cost $2,000, if separately purchased. The life of 
the machine is prolonged by the purchase of the racks. 

July I, 1937. Machine II. This was a replacement of some 
original parts, which prolonged the useful life of the asset. 

July I, 1937. The appraisal adjustment was to bring the total 
of the assets up to present market estimate. Tlie credit was 
passed to the Surplus account. 

The books have not been closed for the year 1938. Pre- 
pare working papers showing the correct accounts and show 
all necessary adjustments. 



Chapter XIII 

PREPAID EXPENSES AND DEFERRED CHARGES 


General Importance 

A prepaid expense is one that has been paid but not con- 
sumed at the balance sheet date. Prepaid expenses represent 
working capital and usually are items which will be converted 
into expense in a short time, such as prepaid rent and interest. 
A deferred charge is a service or expense incurred but not con- 
sumed at the balance sheet date, which is chargeable to some 
future period as an expense. Deferred charges usually are long- 
time items such as bond discount, leasehold premiums and adver- 
tising expense, from which a future period will benefit. Prepaid 
expenses and deferred charges are also known as prepaid supplies, 
deferred expense, deferred debits and suspended debits. In any 
event, a supply or service or expense has been purchased or in- 
curred prior to the balance sheet date, the total of which has 
not been consumed at the balance sheet date. This condition 
makes necessary the allocation of the expense element to the 
period of audit and the allocation of the unused portions to sub- 
sequent accounting periods. The unused portions are shown as 
assets at the closing date. Deferred charges and prepaid expenses 
should be shown as a separate classification in the balance sheet, 
as a matter of good accounting theory and principle. As a ques- 
tion of practice, accountants generally are not agreed as to whe- 
ther prepaid expenses should be shown among or close to the 
current assets, or separately; if prepaid expenses are viewed as 
working capital, they should be shown as current assets. Like- 
wise, accountants are not agreed as to just where in the balance 
sheet true deferred charges should be shown. Accounting texts 
disagree; accounting practice disagrees. All prepaid expenses and 
deferred charges will be converted into expenses in the future, 
and most of them have a low cash liquidation value; conse- 
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quently, it seems logical to assign them to a separate place in the 
balance sheet. The whole point is that each accounting period 
should bear all expenses applicable to it and no expenses appli- 
cable to some future period. The expenses of a period should be 
a charge against the income of that period. 

Some people consider as sound and conservative the practice 
of charging prepaid expenses and deferred charges to expense 
when the items are purchased or incurred. The practice of wil- 
fully understating assets and overstating expenses is just as de- 
plorable as the practice of overstating assets and understating 
expenses. Deferred and prepaid items, if charged to the wrong 
accounting period as expenses, cause incorrect profits or losses 
to be shown, not only for the period to which they are charged 
as expenses but for subsequent periods as well. In this connec- 
tion, the dictates of good theory and good practice and the 
regulations and the effect of income tax legislation must always 
be kept in mind. The auditor should always determine that the 
unexpired amounts of the deferred charges and prepaid expenses 
as of the balance sheet date are properly set up as assets. The 
only time this rule is open to violation is when the amount of 
the deferred item is so inconsequential that practically no effect 
is brought upon the assets or the profit. If statements are to be 
compared and analyzed, comparisons cannot properly be made if 
deferred and prepaid items are improperly treated or are ignored. 
This is particularly true in cases in which statements are pre- 
pared once a month. For instance, some money might be bor- 
rowed in January, for one year, with the interest paid in 
advance; if proper allocation of the interest is not made over the 
year, January’s interest expenses is overstated, while the same 
expense is understated for the remaining months. 

There are numerous prepaid expenses and deferred charges 
to operations, the items in any audit depending upon the nature 
and requirements of the business. In any case, the amount to be 
deferred is computed upon one of three bases. 

I. The time or use basis, where the asset expires roughly or 
exactly in proportion to elapsed time. Examples of deferred 
charges and prepaid expenses on a time basis are: {a) prepaid 
rent; {b) prepaid taxes; {c) prepaid interest and discount; 
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(d) prepaid commissions; (e) advances to buyers and em- 
ployees; (f) unamortized bond discount and expense; (g) unex- 
pired insurance; (h) deferred alteration expense or unamortized 
improvements (sometimes considered on an arbitrary basis) . 

2. The arbitrary basis, where the asset expires in such a man- 
ner that reasonable judgment is the only guide to computation 
of the proper expense and deferred elements. These are ques- 
tionable deferred charges. Examples of this type are; (a) organ- 
ization expense; (b) deferred advertising and selHng expense 
(sometimes expire on a time or usage basis); (c) deferred devel- 
opmental, experimental and promotion expenses. 

3. The inventory basis, where the asset expires on a pure 
usage basis. Examples of this type are: (a) stamps on hand; 
(b) inventory of stationery and office supplies; (t;) inventory of 
factory supplies. 

Occasionally, the method of handling any particular deferred 
item causes it to shift from one basis of handling to another. Cor- 
rectness of computation and not the name of the base is the 
important thing. 

Of the three divisions of deferred items already mentioned, 
those in division 2 chargeable on an arbitrary basis are fre- 
quently considered to be gravely doubtful deferred charges. 
Some accountants look upon organization, developmental and 
promotion expenses, for example, as intangible assets, owing to 
the fact that future operations and profits are thereby made possi- 
ble; others look upon them as deferred charges, others look upon 
them as items to be charged to expense at the time of incurrence 
owing to unknown and unpredictable results. Too many bal- 
ance sheets are presented with this type of asset perpetually de- 
ferred because of a dearth of sufficient profits to absorb it, with 
the resulting tendency to capitalize other highly questionable 
items. The tendency today is toward rapid or immediate charge- 
off of questionable deferred and prepaid items, and it is sincerely 
hoped that the tendency eventually will become universal prac- 
tice. Deficits should not be hidden by deferred charges. Liabili- 
ties cannot be paid with assets which represent expenses. 



244 Auditing 

Auditing 

In the majority of cases, the computations for the deferred 
and prepaid items are made by the client’s employees at a time 
preceding the visit of the auditor, and the accounts are adjusted 
before the auditor arrives. The persons preparing the computa- 
tions ordinarily preserve their papers for the auditor. This is an 
advantage to the auditor, as he then has a basis for the verifica- 
tion of figures. In other cases, the auditor is charged ’with the 
computations and adjustments. In such instances the auditor 
must be thoroughly familiar "with all conditions surrounding the 
business of the client with respect to his deferred and prepaid 
items. When the auditor prepares the original deferred compu- 
tations and also when he verifies the work of an employee, his 
working papers must be designed and prepared so that they are 
perfectly clear to anyone not familiar with the situation and so 
that reference to them at a removed date will reveal informa- 
tion and data within the grasp of the examiner. Upon comple- 
tion of the working papers, both the results in the working 
papers and the methods used should be reviewed with the client 
or his employees so that all final data and information are clear 
to all concerned parties. In the event of minor differences be- 
tween auditor and client, they may be ignored. 

Mathematical computations must always be verified; other- 
wise, expense and asset elements may be incorrect. Documen- 
tary evidence of original purchases are examined, vouchers are 
examined, and transactions are traced to the accounts for all 
amounts and items of any consequence. Receipts, contracts, poli- 
cies and accounts should be examined and understood. Con- 
firmations are obtained for rental, service and similar deposits. 
The policies of the client with respect to the amortization of 
deferred and prepaid items should be discussed and understood 
fuUy. The auditor must always compare deferred and prepaid 
items at the close and at the beginning of the audit period in 
order to determine the effect on working capital of increases or 
decreases in the items. 

The preceding paragraph summarizes the general duties of 
the auditor in connection with deferred and prepaid items. The 
auditing procedure for each individual item now will be given 
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in greater detail. Working papers for certain deferred items are 
shown in the illustrative audit. 

Prepaid Rent 

The auditor examines the lease and abstracts therefrom all 
important information for inclusion in his working papers. From 
the lease, he can compute the rent expense applicable to the 
period under audit and the amount prepaid as of the audit date. 
The Prepaid Rent account and the Rent Expense account are 
examined to determine the correctness of the amounts. All rental 
payments are verified by examination of rent receipts and the 
supporting vouchers authorizing rental payments. In some con- 
tracts, the terms of the lease provide that the lessee pay the 
property taxes. In such cases, taxes should be charged to the 
Rent Expense account and properly prorated, if prepaid, or 
properly accrued if paid after occurrence, as probably will be 
the case. For situations such as this, which are quite infrequent, 
receipted tax bills and vouchers are examined. Certain leases 
stipulate that an amount of money be deposited with the lessor, 
as a guarantee, to be returned upon the expiration of the lease, 
to apply to final rentals or to be deducted from periodic rent 
payments. If to be deducted from periodic rent payments, the 
deposit is treated as a deferred charge; if the first situation holds, 
the guarantee is not a deferred item but rather a nontrade receiv- 
able. In many cases, leased property or portions of it are sub- 
leased. In such cases, the auditor must examine provisions of the 
sublease, note the provisions in his working paper and trace the 
cash receipts into the books of account and to the bank. Some 
companies credit sublease income to their Rent Expense ac- 
counts, and others show the income from this source as a sepa- 
rate item. If rent is paid monthly, in advance on the first of the 
month, and if the client closes his books at a month-end, there 
will be no prepaid rent. 

Working papers for rent and prepaid rent may be quite sim- 
ple or quite involved and complete. Naturally, working papers 
cannot and should not be found to assume a universally similar 
appearance, and variations in individually preferred working 
papers for deferred expenses and prepaid charges are greater 
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than for any other class of asset, owing primarily to the wide 
variations in the circumstances of each engagement. 

Prepaid Taxes 

An auditor must be thoroughly familiar with all the types of 
taxes to which his client is subject, and he must also realize that 
certain taxes are currently paid, others are accrued and others arc 
prepaid. Working papers are prepared showing ; (i) the type 
of tax, such as franchise tax, intangible tax, property tax, sales 
tax, excise taxes, and so on; (2) the tax period; (3) the amount 
of the tax; (4) its basis of levy; (5) accruals; (6) prepaid 
amounts. Data supporting the charges in each tax account are 
obtained from copies of tax returns and from tax bills. The audi- 
tor must check die amount of the tax according to the tax re- 
turn or tax bill against the vouchers drawn for payment and 
then vouch the payments into the cash records. For the major- 
ity of taxes, the tax period does not coincide with the account- 
ing period, thereby causing accruals and prepayments. Most 
taxation problems result in tax accruals, as exemplified by the 
federal income tax. Other taxes result in prepaid items, as in the 
case of states having franchise taxes which are ordinarily paid in 
advance for the privilege of operating during the coming fran- 
chise taxable year. Property taxes may be paid in advance or 
they may not, depending upon local conditions. The federal 
capital stock tax covers a one year advance period starting July i 
of each year. The principle of offset must never be put into 
practice in connection with taxes; each type of tax must be sep- 
arately shown for its accrued and deferred amount. The most 
difficult phase of scheduling deferred taxes is the determination 
of the amount of the prepaid tax and the taxable period covered, 
and to these the auditor must give close attention if he hopes to 
state his assets and expenses correctly. Usually the client will 
have his tax computations made before the auditor’s visit. In 
such cases, the auditor must verify all the client’s figures just as 
thoroughly as though he were making the original computations. 
There is a growing tendency on the part of corporations to place 
the auditor in charge of all taxation mattem. 



Prepaid Expenses and Deferred Charges 247 
Prepaid Interest and Discount 

Interest paid in advance is frequently scheduled in connec- 
tion with the notes payable upon which the interest was de- 
ducted at the time of making the loan. The auditor obtains a 
list of the notes, and prepares his working papers showing 
(i) payees, (2) note numbers, (3) dates of the notes, (4) in- 
terest rates, (5) interest dates, (6) maturity dates of the notes, 
(7) total prepaid interest, (8) interest expense for the current 
period, (9) amount of the prepaid interest at the balance sheet 
date and (10) the accrued expense as of the balance sheet date. 
If interest is scheduled on the notes payable working papers, the 
prepaid interest is cross-indexed back to the summary schedule 
for deferred charges. In some cases, interest prepayments are 
scheduled separately from the notes payable working papers; 
and in still other cases, a working paper summarizing prepaid 
interest charges is prepared from the notes payable working 
papers and inserted along with the deferred charge schedules. 
No matter what the preference of the auditor in this respect, he 
must always trace the interest entries through the journals or 
note registers and into the accounts. Most original entries for 
interest paid in advance are in the cash receipts journals. Interest 
on demand notes is on an accrual instead of a deferred basis, 
owing to the indeterminate period of the note. For demand 
notes, bills for interest are rendered the borrowers at regular 
intervals. 

The reader should refer to the notes payable working paper 
at the end of the book for a method of scheduling. 

Prepaid Commissions 

Prepaid commissions come into existence when salesmen 
operating on a commission basis are permitted to draw against 
future earnings. In some instances the understanding between 
the employer and the salesman is that all advanced commissions 
must be earned, while in other cases the advanced commissions 
are simply minimum salary amounts. In the latter situation, if 
the salesman does not earn the advances made during a stipu- 
lated period, the difference between the permitted advances and 
the actually earned commissions may be charged to current ex- 
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penses and the arrangement started anew, or the difference may- 
be carried forward as a prepaid item, to be worked out by the 
salesman. Arrangements with salesmen vary widely with respect 
to commissions, and to audit the Prepaid Commissions account 
properly, the auditor must familiarize himself with the arrange- 
ments covering the employment of the salesmen and the method 
of remuneration. Occasionally the difference between minimum 
salaries and actual earnings, when the latter figure is below the 
minimum, is carried forward as a prepaid item, even though the 
salesman starts each given period with his unearned commissions 
canceled. This must not be permitted. The auditor must be cer- 
tain that salesmen for whom prepaid expenses are carried for- 
ward as actual prepaid commissions are employed by the client 
at the balance sheet date. If the prepaid expense is for an exem- 
ployee, it should be charged off at once, as collection possibili- 
ties are very remote; some companies have large amounts of 
prepaid commissions which are never earned by the employees. 
Salesmen’s reports are examined to determine the commissions 
earned, and this item is verified against the withdrawals of each 
individual to determine the prepaid commissions, if they exist. 
If the analysis shows accrued commissions for some salesmen, 
these must be shown as current liabilities and must not be offset 
against prepaid commissions. After analyzing the commissions, 
the auditor must be certain to vouch all commissions to the ac- 
counts involved so that expenses are correctly shown. 

Advances to Buyers and Employees 

Advances to employees and officers for company operating 
purposes must not be confused with loans to employees; the lat- 
ter are not deferred charges. Some concerns fallaciously con- 
sider advances to buyers, officers and employees to be cash; this 
is not true, as the items are simply future expenses paid to peo- 
ple in advance of the incurrence of the expense. Most com- 
panies advance lump sums of money. Some require that all 
unexpended amounts be returned, in which case the prepaid 
advances are credited. Others operate the funds on a revolving 
or petty cash basis, in which case reimbursements are made to 
the employees for expended portions, which will bring the fund 
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in the control of the employee up to the original lump sum; 
each report is charged to expense as it is received. The auditor 
examines received reports and vouchers, and he should investi- 
gate each advance for which expense reports have not been re- 
ceived at the close of the period. In this way he determines the 
amount of the advances to be charged to expense and the amount 
to be treated as a prepaid item. In some cases, advances are small 
and relatively unimportant; in others, they are large and consti- 
tute a fairly important asset. In some cases, signed receipts are 
required of the persons receiving the advances. If this is the 
case the auditor compares the receipts with the entries in the 
accounts. In any case, the auditor must use his good judgment 
as to the amount of detailed work to be performed. He must 
exercise care not to waste time on nonessentials, and at the same 
time he must be certain that expenses and assets are accurately 
portrayed. 

Unamortized Bond Discount and Expense 

Bond discount is amortized by the straight line method, the 
scientific method and the bonds outstanding method in the event 
of serial issues. The straight line method is the one most com- 
monly used; the scientific method is the most accurate, and the 
bonds outstanding method comes into use in connection with 
serial bonds. When the straight line method is used, the amor- 
tized discount plus interest equals a constant percentage of the 
par of the bonds. When the scientific method is used, the amor- 
tized discount plus interest equals a constant percentage of the 
book value of the bonds. Regardless of the method employed, 
the purpose is to write the total amount of original discount off 
the books over the life of the bonds. The auditor must be 
familiar with all methods, as this is a prerequisite to auditing. If 
bonds are made callable at a date preceding maturity, the dis- 
count is amortized from the date of issue to the callable date; 
or, if the retirement date is decided upon after the bonds have 
been outstanding for some time, amortization must take place 
from the date of decision to retire early to the call date. If bonds 
are to be retired at a premium, the periodic charges are thereby 
increased. 
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Bonds of corporations are usually sold in entirety to a broker, 
bank, underwriter or a syndicate at a price below par. The 
buyer of the entire issue then disposes of the bonds to the in- 
vesting public at a price above the purchase price, thereby per- 
mitting the marketing agency a profit. To the discount granted 
the underwriters are added legal fees, appraisal costs and any 
other costs necessary to issue the bonds. The total of the issuing 
costs and the discount must be prorated over the bonds during 
their outstanding life. If bonds are given in exchange for prop- 
erty, discounts do not arise unless the situation is obviously one 
indicating property values received far below the par value of 
the bonds or when bonds of the same issue are selling for cash 
at a discount. 

The auditor must vouch the correctness of the issuing costs 
and the discount and ascertain that the Discount on Bonds ac- 
count has been correctly charged. He must exa m i n e the trust 
indenture in order to cover provisions for retirements, so that 
amortization may be correctly computed. He must compute the 
periodic amortization according to the method employed and 
verify the client’s figures in order to arrive at the correct de- 
ferred charge. If bonds are redeemed during the period of 
audit, the unamortized discount on the bonds retired must be 
removed from the Discount account and added to the price paid 
for the bonds at retirement in order to ascertain the profit or 
loss on the retirement purchase. Therefore, the auditor always 
checks the bonds outstanding at the beginning and at the end of 
the period. Certification of a balance sheet should never be given 
if discounts are not amortized. 

Accountants differ as to whether unamortized bond discount 
and expense is a deferred charge to operations or is a liability valu- 
ation account. Bonds payable are almost always, and always 
should be, carried at par in the Bonds Payable account and in the 
balance sheet, and the question of treating the bond discount and 
expense as a deferred operating charge or as a valuation account 
can be admirably defended by each party to the controversy. 
The author agrees with those who believe that the item should 
be shown in the balance sheet as a liability valuation account, 
but he places the item in the deferred charge section of this book 
because of the similarity of handling this charge and other de- 
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ferred charges and because of the fact that future periods’ oper- 
ations must absorb the discount as an expense along with interest. 
The principle is established, but practice varies according to 
individual tastes. 

Frequently, bond issues are refunded before maturity. Here 
again, there is little uniformity of treatment of the amount of un- 
amortized discount on the refunded issue. Some prefer to write 
the unamortized discount off to surplus, some prefer to 
carry the unamortized amount forward as a deferred charge to 
be prorated over the life of the new, or refunding, issue; some 
prefer to carry forward just enough of the unamortized amount 
so that the effective rates on old and new issues will be the same. 
Premiums on bonds are treated in the same manner as discounts 
and issuance expenses, but result in a deferred credit. 

Unexpired Insurance 

Common types of insurance are fire, burglary, sprinkler, 
plate glass, messenger, boiler, tornado and windstorm, liability, 
holdup and elevator. The auditor obtains the signed original 
policies and compares them with the insurance register, if one 
is used, or prepares his working papers so that each policy is 
listed if an insurance register is not in operation and if he does 
not obtain an insurance certificate from the agent or broker. The 
policy must be written in favor of the client as the beneficiary. 
If the policy is not in favor of the client, or if a policy is re- 
corded in the register and is not present, a clue is immediately 
given that a liability should be on the books, as the probability 
is all in favor of a lien existing against the insured assets. If, from 
the policies presented or from the insurance register, the auditor 
is doubtful of the insurance in force, he should contact the in- 
surance broker to obtain confirmations of existing coverings. 
The policies are sorted according to the type of insurance and 
compared with the insurance register, and the debit entries in 
the various insurance accounts are vouched from the policies or 
register, using insurance receipts and canceled cheques and 
voucher payable entries as payment confirmations. Credits to 
the insurance accounts are the result of policy cancellations and 
refunds. Original data for these are in the cash receipts records. 
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In the event of a first audit, the insurance accounts are analyzed 
to be certain that the balance of deferred insurance is correct as 
of the beginning of the period. In a repeat engagement, the bal- 
ance of the accounts at the beginning of the period is checked 
against the former working papers. 

Prepaid insurance and insurance expense ordinarily are com- 
puted proportionately over the life of the policy, even though 
the value of the prepaid expense under this method is much 
greater than the value arrived at by the cancellation or short rate 
valuation method employed by the insurance companies. The 
short rate cancellation method is not used for an operating con- 
cern owing to the normal expectation of continuing the insur- 
ance in force. In the event of bankruptcy and the preparation 
of a statement of affairs, the cancellation values are used. After 
computing on his working papers the amount of deferred insur- 
ance and insurance expense, the auditor must, of course, verify 
these amounts against the amounts as shown by the client’s led- 
ger accounts for both prepaid amounts and expenses. Frequently 
small differences exist which need not be adjusted. Premiums 
listed on the working papers must agree with charges to the 
accounts. In connection with workmen’s compensation and lia- 
bility insurance, it is entirely possible that a liability for addi- 
tional premiums rather than a prepaid amount may exist at the 
balance sheet date. Pay rolls are the basis for liability and com- 
pensation insurance; in order that the auditor may determine the 
existence of an unrecorded liability of this nature, he follows 
this procedure: Take the total pay roll from policy date to audit 
balance sheet date and multiply by the insurance rate; from this 
total, subtract the premiums paid in order to ascertain the exist- 
ence of any additional liability. Excess premium payments are 
carried forward as prepaid expenses. 

In connection with the examination and scheduling of insur- 
ance, there are many things of importance for the auditor to 
watch during the routine of preparing the working papers. One 
of the most important aspects is ascertaining that insurance cov- 
erage is adequate for all things insured. The book value of the 
asset insured should be shown on the working papers along with 
the amount of the insurance coverage. Coinsurance clauses 
should be examined because of their importance if the insurance 
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carried is below, say, 80 per cent of the present sound value 
of the destroyed property. Coinsurance clauses provide that 
the insured shall maintain insurance of at least 80 per cent 
(assuming an 80 per cent clause) of the present sound value 
of the property and that, failing to do so, the insured becomes 
a coinsurer to the extent of all amounts below 80 per cent 
and to that extent must bear the proportionate loss. If insurance 
is carried of over 80 per cent of the actual cash value, the coin- 
surance clause is automatically nonoperative, and the insurance 
company pays the entire loss up to the face value of the policy. 
The auditor, in his report, must discuss the adequacy or in- 
adequacy of the insurance in force and the sound values of 
the property covered. By examination of insurance policies, 
the auditor often obtains indirect leads for such things as 
changes in property values, the disposal of assets, the retire- 
ment of assets not disposed of, title to properties and the exist- 
ence of liens and mortgages. 

Deferred Alteration Expense 

Deferred alteration expense or deferred improvements arise 
primarily in connection with changes made on leased property 
and occasionally in conjunction with remodeling costs and 
equipment relocation costs on owned properties. If the altera- 
tions are on leased property, they must be written off at least 
before the expiration of the lease, as in the majority of cases the 
effects of the remodeling and alteration revert to the landlord. 
When the alterations are connected with owned property, they 
should be treated as deferred charges only if future business will 
benefit. As it is always doubtful at the time the alterations take 
place that future business will benefit, deferred alteration ex- 
pense becomes an extremely doubtful deferred charge. The most 
conservative practice is to write such costs off at the time they 
are incurred or, if they are in the nauire of a major repair or 
replacement which lengthens the life of the asset, to charge the 
costs to the reserve for depreciation. If an improvement has 
been made, it is not a true alteration and should be capitalized. 
There is much difference of opinion among accountants as to 
whether alteration costs should be deferred, primarly because 
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the future is always unknown. When the auditor encounters 
deferred items of this nature, he must determine by examination 
and vouching that all charges are correct and proper. He must 
also see that the deferred amount is being charged to expense 
either on the basis of a proportionate amount each year or on 
the basis of an annual arbitrary amount which is sufficiently 
great to close the account rapidly. 

Analogous to the deferment of alterations is the cost of strip- 
ping or removing the overburden of mines before operations are 
begun. In such a case, it is common practice to write off the 
stripping costs on the basis of production. 

Organization Expense 

Organization expenses are incurred by a corporation during 
the formative period preceding income-producing operations. 
They stop as soon as operations start. Organization expenses 
include such things as legal fees, state incorporation fees for the 
authorized capital stock, charges for the printing of stock certifi- 
cates, recording fees and commissions or fees paid to promoters. 
Occasionally one finds early years’ losses charged to Organiza- 
tion Expense, in which case the account is used as a subterfuge 
for a Deficit account. Such practices should be discouraged by 
the auditor. Also, such incorrect charges as discount on stock 
and costs of installing accounting systems often are found in the 
Organization Expense account. These should not be treated as 
deferred items. 

The major work of the auditor consists of analyzing the 
Organization Expense account, determining the correctness and 
legitimacy of all charges and becoming acquainted with the 
method of amortization adopted. Charges to the account must 
be supported by authorizations and vouchers and by canceled 
cheques when cash is expended. The auditor must remember 
that charges to the account should represent only those expenses 
which apply to corporate organization and that it should contain 
no charges for subsequent periods. Accountants again differ as 
to the amortization of organization expense, some few claiming 
that the aqcount represents charges necessary to the permanent 
organization of the company and that therefore the failure on 
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the part of the management to amortize the charges should not 
be criticized by the auditor. The best and most conservative 
plan is to write organization expense off as fast as possible, pref- 
erably in the first year of operations and certainly over a maxi- 
mum period not to exceed five years. Most accountants are now 
agreed to the rapid write-off of organization expenses because 
of the rather unconvincing reasons advanced in defense when it 
is carried as a permanent asset. The author believes in charging 
It off as fast as it is incurred. When organization expenses are 
being amortized, the charge should be to Surplus (or to Paid-In 
Surplus, if such an account exists), rather than to an expense 
account, as the organization expenses are incurred from origi- 
nally contributed capital. 

Some accountants do not regard organization expense as an 
asset to be deferred but look upon it as an intangible asset, which 
should or should not be amortized, according to individual 
convictions. 

Deferred Advertising and Selling Expenses 

The purpose of deferring advertising and selling expenses 
should never be to present a better statement of profit and loss 
or a stronger balance sheet. If there are deferred items of this 
nature, they should exist only in connection with expenses in- 
curred to obtain business for a future period and only when the 
business is rather definite as far as the future is concerned. The 
auditor must always be extremely cautious in deferring adver- 
tising and selling expenses, and his fundamental work is to see 
that the expenses apply to future periods. As a general rule, 
advertising costs and selKng expenses should be charged off as 
they are incurred, owing to the doubtfulness of the development 
of future sales. In certain businesses of a distinctly seasonal nature, 
selling expenses are incurred in one season, say the fall, for orders 
to be manufactured or shipped in the spring. If the books are 
closed in the interim, there is some justification for deferring 
expenses until the specific sale is made, against which the ex- 
penses are incurred. Large national advertising campaigns fre- 
quently have no effect upon income until a later time; even in 
such cases, however, there may be no reason for deferring the 
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advertising costs, as there may be no definite future period of 
benefit. Neither is there much justification for deferring adver- 
tising of an institutional nature, as this is a general advertising 
program. Occasionally, extraordinarily large amounts are spent 
in advertising, with the result that there might be some reason 
for deferring a portion of the expense over the anticipated future 
period to be benefited, so that current expenses are not distorted 
to a point where comparative figures become of no value. In any 
case, the auditor must discuss the situation with the client and 
must always use his good judgment as to the propriety of the 
deferred charge. He must remember that in the majority of 
cases deferred expenses of this nature are rather doubtful. 


Deferred Developmental, Experimental and Promotion 
Expenses 

When developmental, experimental and promotion expenses 
are deferred to future periods, the auditor should feel fairly cer- 
tain that the expenses definitely will benefit those future periods, 
and he must examine the accounts to be sure that current oper- 
ating expenses are not included. If the result of the develop- 
ment, experimentation or promotion is not a success, future years 
do not benefit, and the expenses should have been charged off as 
such at incurrence. Each case must be studied and good judg- 
ment exercised as to the propriety of the amount deferred. It is 
quite difficult to prove that a future period will be benefited 
by current expenses of this nature; therefore the author feels 
that expenses ostensibly for future benefit should be discounted 
in full. The practice of deferring things in accounting is a per- 
nicious habit which has possibility of growth and should be dis- 
couraged whenever possible. Quite frequently, expenditures of 
this nature are incurred in connection with the development of 
patents, in which case they are deferred until patents are granted, 
at which time they are permanently transferred to the Patents 
account. If such a practice is followed, and if patents are not 
granted, tlie amounts should be written off immediately. Often 
patents are granted which have no value so far as earning capac- 
ity is concerned; in such cases, the amounts should not be trans- 
ferred to the Patents account, or the Patents account should be 
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reduced if the transfer already has been made. If the client seri- 
ously desires to carry deferred developmental, experimental and 
promotion expenses forward, which he thinks probably will 
ultimately result in valuable patents, the auditor should always 
be certain that deferred items are reasonable. 

Developmental, experimental and promotion expenses may 
be incurred either at the inception of a business or after the con- 
cern has been in operation. As stated m the preceding paragraph, 
the author believes that the best intentions of conservation 
and safety are served if these expenses are written off as 
they are incurred. However, for those who do not hold to this 
tenet and in those cases in which the client desires to defer cer- 
tain portions of such expenses even in the face of the auditor’s 
objections, those expenses for development, experiment and pro- 
motion incurred at the beginning of a business enterprise are 
more logically deferable than such expenses incurred for a con- 
cern which has been in operation. 


Stamps on Hand 

Stamps on hand are deferred according to the value of the 
quantity. The auditor’s duties with respect to this item simply 
consist of counting the stamps on hand, recording their value 
and seeing that the accounts agree with the amounts. If the value 
is negligible, it is not considered necessary to reconcile the stamps 
back to the closing date when the audit is performed after the 
close of the period. Many auditors do not count them under any 
condition if the quantity is small. Stamps, either postage or trans- 
fer, or tax stamps should not be considered as a part of cash. 
Some concerns treat stamps as a part of their petty cash funds, 
in which case the petty cash should be reduced by the value of 
the stamps on hand, for balance sheet purposes. Frequently, 
stamps are contained in the same ledger account as stationery 
and supplies; there is no objection to this procedure. For mail 
order houses, manufacturers who affix tax stamps and companies 
running advertising campaigns wherein samples are obtainable 
in exchange for stamps, the value may run to large amounts; 
even in such cases, the stamps are definitely not cash, as there 
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exists no intention of selling them and they are not a commonly 
accepted medium of exchange. 

Inventory of Stationery and Office Supplies 

These are items which are used up in the normal operations 
of a business but are not converted directly into cash, as is the 
merchandise held out for sale. Some accountants classify sta- 
tionery and office supplies as current assets, but if a strict defini- 
tion of current assets is followed, such items are deferred assets. 
The auditor should not be greatly concerned over the manner in 
which the client classifies such items unless the amounts are 
large, but it is advisable that they be not included as inventory. 
The auditor may always accept the client’s figures for such 
assets, except when he is doubtful of their reasonable valuation 
or when the amounts are large. If large, the items should be 
covered in the inventory, and the checking of quantity, quality 
and pricing must be made on the same basis as in the inventory 
verification. If necessary, he may test balance sheet valuations 
against current invoices. Most concerns estimate the quantity 
and value of such assets on hand at the balance sheet date; a 
few actually inventory the items. 

Inventory of Factory Supplies 

True deferred factory supplies do not ultimately become an 
integral part of the finished product but are used as necessary 
adjuncts to production and the general operation of the factory. 
If the items become a part of the finished product, they are con- 
sidered as raw material inventory. If the items are true factory 
supplies, they are treated as deferred charges. The same valua- 
tion principles and the same auditing principles and procedure 
apply to factory supplies as to deferred stationery and office 
supplies. Some companies charge supplies into expense upon 
purchase. 

Working Papers 

Working papers are prepared for all deferred items encoun- 
tered during the course of an audit and are illustrated at the 
back of the book. 
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QUESTIONS AND PROBLEMS 

1. Describe the ordinary procedure to follow m the verification 
of prepaid rent. 

2. The Z Corporation rents its buildings and land, depositing 
$2,400 on July I of each year, which is applied to each monthly 
rental. The gross monthly rental is $500. Give the necessary 
journal entry on the books of the Z Corporation on August i. 
If the Z Corporation closes its books on December 31, will you 
classify the unused portion of the deposit as a deferred charge 
or as a nontrade account receivable? 

3. Prepare a list of taxes which are prepaid in your state. 

4. How will you audit a debit balance in a Prepaid Sales Com- 
mission account which appears on the books of a client^ 

5. The Smith Corporation issued $1,000,000, 40 year, 6 per cent 
bonds, at 90. The bonds were issued 25 years ago, and the 
company has amortized lYi per cent of the bond discount at 
the end of each year. At the first of the current year, the 
Smith Company bought $300,000 of the bonds at 80 and can- 
celed them. During your audit, you find that the unamortized 
discount on the $300,000 of bonds for the remaining 15 years, 
amounting to $11,250, has been credited to nonoperating in- 
come, 

(a) What is the correct procedure with respect to the 
$11,250^ 

(b) What course will you take if the company insists upon 
showing the $11,250 as income^ 

6. The Longhead Company has $6,000 of prepaid fire insurance on 
building on its books as of December 31, 1938. The policy 
expires December 3 1, 1941. You have audited the Prepaid Fire 
Insurance account and have found it to be correct. On Aday 
I, 1939, a fire destroys the building, causing a loss of $75,000. 
The insurance company pays the loss. How do you treat the 
$6,000 deferred insurance on the books as of May i? 

7. The Clipp Company has 626 separate insurance policies covering 
all phases and operations of its business. You are engaged in a 
balance sheet audit of the company. An insurance department 
takes care of all insurance matters of the company. What will 
you do to satisfy yourself of the accuracy of the prepaid 
insurance at the end of the year? 

8. Prepare your own idea of a good working paper for prepaid 
insurance. 

9. Under what conditions will you advocate the use of the can- 
cellation value method in arriving at the amount of prepaid 
insurance to be shown as an asset^ 

10. During your examination of the insurance policies and the 



26o 


Auditing 


insurance accounts, what will you particularly watch in order 
to protect your client from financial loss in addition to deter- 
mining that sufficient insurance is being carried^ 

11. Your client, the Central Store Company, a retail department 
store, leases its premises on January i, 193A, for 10 years at 
an annual rental of $25,000 The company spends $50,000 
altering the store, and the alterations will last for 20 years. 
The $50,000 IS charged to a Deferred Alterations account and 
is shown among the deferred assets m the ledger. The books 
are closed December 31, 193A, and at the time of your audit 
in January, 193B, the account has a debit balance of $50,000. 
What adjustments do you recommend^ 

12. When do organization expenses stop and operating expenses 
start^ 

13. Do you believe that organization expenses should be treated 
as an intangible asset or as a deferred charge^ Support your 
contentions fully. 

14. During your examination of the books of the Ludlow Company, 
you find the Organization Expense account as presented below. 
\ our audit is as of the end of the first year of operations. Du 
you consider the charges proper^ Is the credit proper assum- 
ing that it is as of the end of the >"ear and that a similar entry 
IS to be made one year hence^ 

QroANJ? \T JQN EmiNSI 

(a) Legal fees $ 4,00000 

(b) Stock certificates , , 1,000.00 

(c) Stock ledgers 10000 

(d) Broker’s commission for 

stock sold . ... 5,000.00 

(e) General accounting 

books . . 400.00 

(f) Incorporation fees . 700.00 

(g) Loss of first six months 5,000.00 

|) 1 6,200.00 

Balance . . $ 8,100.00 

15. The Hessel Ambulance and Hearse Manufacturing Company 
incurs extensive selling expenses in the late summer and early 
fall of each year for funeral equipment and ambulances for 
spring sale. All sales and manufacture take place according 
to contract, each unit being slightly different as far as acces- 
sories and equipment are concerned, no standard equipment 
is manufactured. The company closes its books as of December 
31 of each year. It is seldom that an order cancellation takes 
place. The company asks your advice as to the practical phases 
and as to the income tax regulation phases regarding deferring 
these selling expenses until the following year. ^ 


(x) Amortization . $ 8,10000 

Balance . . 8,100.00 


$16,200.00 
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16. What criticisms will you offer and what action will you take 
in the event that you find, in a first audit, an account, De- 
ferred Experimental Expense, which is eight years old and has 
never been credited^ 

17. Why is It necessary to compare total deferred items at the 
beginning and at the end of a year> 

18. Distinguish between a deferred asset and a deferred charge. 

19. You are auditing the books of the Hayward Company for the 
year ending December 31, 193B This is your first audit of 
the company. You find the following Prepaid Expense 
account on the books, and your investigation reveals the con- 
ditions shown m parentheses. State how you will audit each 
item. Prepare working papers showing which items you wish 
to write off as Profit and Loss or Surplus charges Prepare 
adjusting entries showing the necessary deferred charge ac- 
counts, properly classified. The books are not closed for 193B. 
In the data below, only the debit side of the account is shown. 


Prepaid Expenses 


(aj Bond Discount $iu,uoo.oo 

(This represents the discount on 1 100,000 .00 of 6%, lu 
year, first mortgage bonds, sold to the Fust Trust Com- 
pany, January 2, 193A.) 

ih) Loss fiom Fire . . ^,00000 

(This represents the loss incurred in connection with 
a garage fire, over and above the amount of insurance 
recovered.) 

ic) Organization Expenses . .. 4,00000 

(This represents the cost incurred m issuing no-par 
stock m place of the old stock of a par value ) 

(d) Prepaid Salaries .. 1,00000 

(This represents the salary of the president for Janu- 

ary, 193C.) 

(e) Cash Short and Over. 20000 

(This represents the debit balance of accumulated cash 


shortages over the first 10 years. Cash shortages for 
193B were |8 00 These shortages arise from change- 
making.) 

(f) Office Equipment .. 5,00000 

(This represents the amount already paid on installment 

notes for office machinery purchased on a deferred pay- 
ment plan. The contract price of the machinery pur- 
chased three years ago is $10,000.00, with no down 
payment.) 

(g) Prepaid Interest . . 600 00 

(This is interest paid in advance on a $10,000.00 note 

due the First National Bank. The note is dated August 
I, 193B and IS due in one year.) 



Chapter XIV 
INTANGIBLES 


General 

Intangible assets do not seem to enjoy the uniformity of 
accounting treatment normally accorded tangibles. The methods 
of bringing certain intangibles onto the books, the methods of 
evaluating them after they are recorded as assets and the manner 
of presenting them in the statements are of such gross variation 
that frequently little is known of the true state of affairs regard- 
ing them. Compared with the accounting treatment given in- 
tangible assets, tangible fixed assets are quite uniformly handled 
the world over. A Patent account might actually be a Good 
Will account, it might represent an accumulation of patents that 
have no value or it might be a legitimate Patent account; a Good 
Will account might be an account with good will incurred 
and recorded in approved fashion, it might prove to be early 
years’ losses, it might be advertising expense, it might represent 
capitalized organization expenses or it might be an arbitrary 
amount with a fictitious credit made to some net worth ac- 
count. This discussion and similar demonstrations can be car- 
ried on for every intangible. In some businesses, intangible 
assets are of much greater value than tangibles; therefore the 
auditor, in such a case and in any and all cases, must be able to 
understand fully the original source of the intangibles, the con- 
ditions and costs under which the intangibles were brought into 
the records and the provisions made for the amortization of the 
value of the intangibles, if such provision is necessary and de- 
sirable. In certain cases involving intangibles it is extremely 
difficult to assign a value to an intangible asset, especially when 
a business wishes to place an intangible asset on the books at 
some figure in excess of cost. The author does not believe in 
assigning values in excess of cost as a general policy applicable 
to any asset, intangibles included, but many cases arise in which 
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certain assets, particularly intangibles, are so evaluated. Theory 
IS the guide in auditing, but practice may require deviations 
from pure theory; therefore regardless of personal beliefs, cer- 
tain practical situations must be handled even though data are 
not available for full and complete finding of facts and even 
though violent diiferences of opinion exist for valuation pur- 
poses. 

In addition to verifying source, cost, amortization and life 
of intangibles, the auditor’s advisory duties with respect to this 
class of assets cover a wide field. All phases of a business must 
be fully understood if the advice of the auditor on intangible 
cases IS to be of sound permanent value to the client. The audi- 
tor must remember that the present and future interests of 
present and future owners must be protected by him. If in- 
tangibles are not soundly and firmly treated, invested capital can 
easily be seriously jeopardized and the investor badly misled. 
To the credit of the average investor, we must say that he has 
a somewhat better knowledge of business finance and manage- 
ment today than he has ever before possessed and that peculiar, 
questionable and inflated assets do not find so much favor in his 
imagination and acumen when he is contemplating an invest- 
ment. 

Intangible assets do not represent claims against others, nor 
do they represent rights in physically existent assets; they sim- 
ply represent (good will excepted) monopolistic privileges to a 
product, process or location. Also, with the exception of good 
will, the auditor will find documentary evidence available for 
his inspection and study in connection with his intangible asset 
verification which will serve him as a guide to proper valuation 
and periodic amortization. Trade-marks, secret formulas and 
good will have no maximum life and therefore no expiration 
date; consequently, there is no periodic amortization for these 
three assets. Patents, copyrights, franchises and leaseholds do 
have maximum legal and maximum useful lives; consequently, 
in connection therewith, there arises the question of amortiza- 
tion. Of those intangible assets that do possess expiration dates, 
the expiration of their value takes place on a time basis rather 
than on a physical usage basis. The decline may be recorded 
as a direct credit to the asset account. However, if desired, 
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reserves may be used, and they are employed almost as exten- 
sively as the direct credit method. For certain intangibles, it 
IS even advantageous to use reserves, although they may not be 
absolutely essential. 

Intangibles should be shown separately on the balance sheet. 
Usually intangibles arc the least liquid of all the assets, as most 
of them are unsalable unless the business or a part of it is sold. 
Intangibles have value only if they earn a profit over and above 
a fair return on tangible asset values, regardless of the cost of 
the intangibles. Valuations used in connection with intangibles 
should be mentioned in the audit report. 

Auditing Procedure 

The discussion pre.sented in this section is the general pro- 
gram applicable to the audit of intangibles in general. Proper 
valuation of the intangibles constitutes the major part of the 
auditor’s work in connection with this class of asset, closely fol- 
lowed by the verification of all entries and the assurance of 
ownership. 

If the audit is a repeat engagement, working papers are 
prepared showing the balance of each intangible at the begin- 
ning of the period. The additions to each account and the de- 
ductions from each account made during the audit period are 
then analyzed on the working papers in order to show the 
ending balance. The auditor’s adjustments then follow. In a 
new engagement, it may be necessary or desirable, depending 
upon circumstances and the audit, to analyze the accounts and 
verify the transactions back to the inception of each account 
in order to determine the cash value of the account at the time 
of creation and the subsequent additions and amortizations, so 
that the audit date valuations may be correctly expressed. 
Examine the working papers for patents presented in the illus- 
trative audit, and a working paper for good will presented in 
Form 18 on page 268. 

The ownership of patents and franchises must be verified, 
and all documents pertaining to other intangibles must be read 
and understood. Vouchers and other evidences of transactions 
giving rise to debits to the account during the period under re- 
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view are examined and the entries traced into the accounts. 
Verification is made of the amount and correctness of and au- 
thority for all entries reducing intangibles during the period, 
and the auditor must note particularly the accounts charged to 
see that expense allocation is correct. If intangibles are estab- 
lished at figures differing from cost, proper officials should be 
contacted and the basis of the valuation used discussed with 
them in order to determine the reasonableness of the amounts. 

For sales of patented articles, products sold under patented 
processes and sales of copyrighted articles, sales figures should 
be checked to see that excessive valuation of a patent or copy- 
right does not exist. It frequently happens that a patent or 
copyright is correctly costed and amortized in proper propor- 
tion to Its total legal life, but investigation will prove that 
sales of the patented or copyrighted article are negligible. This 
simply means that the intangible is overevaluated on the records 
and must be adjusted to bring it into line with its productive 
probabilities. 

In connection with the origin of all intangibles, care must 
be exercised to be certain that the account has been legitimately 
created and is not the result of fornier operating losses, fictitious 
net worth credits arising from the disposition of donated stock 
originally issued for some intangible, the write-off of unpaid 
subscriptions, the capitalization of corporate organization ex- 
penses, and so on. Accounts for intangibles are sometimes made 
to serve as hiding places for expenses and for other creation or 
inflation of values that should not appear on the balance sheet. 

Trade-Marks 

Trade-marks are recognition signs, symbols or designs estab- 
lished so that identification of the article or brand is easily made 
by the buyer. A trade-mark brands a product in the same man- 
ner that a signature identifies the writer of a letter or document. 
Trade-marks are valid under common law but ordinarily are 
registered. By registration, legal protection for the use of the 
trade-mark is thereby established, as the identification is set up 
in the name of the registrant for his exclusive use. In order to 
establish the legitimate use of a trade-mark, it is necessary to 
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be able to prove priority of usage; therefore registration should 
be effected as soon as the trade-mark is developed. The reg- 
istrant enjoys the exclusive use of the trade-mark, and in order 
to continue the enjoyment of the monopoly, it is necessary that 
the trade-mark be used continuously. 

Trade-marks do not expire. Amortization of trade-mark 
costs therefore need not be taken into consideration. They 
should be carried at cost and completely written off the books 
when they are discontinued or when the trade-mark becomes 
valueless. Cost for trade-marks consists of development outlays, 
design cost or purchase price if the insignia is purchased from a 
preceding owner. The cost of a trade-mark commonly is quite 
negligible, if its cost is made up only of designing costs and if 
the trade-mark is considered alone and separately from promo- 
tion and advertising outlays. In a great many cases, trade-marks 
are carried at zero. There are too many cases in which a trade- 
mark is looked upon as the creator of good will, with the sub- 
sequent practice of writing up the value of the trade-mark or 
of increasing the Good Will account to some arbitrary figure. 
The practice of charging certain advertising outlays to trade- 
marks or to good will is occasionally found. A trade-mark 
might lead to the element of good will, but that is no reason for 
engaging in the practice of increasing the value of the assets 
above cost. The auditor should attempt to discourage such 
tendencies and practices. 

A trade name differs from a trade-mark in that the former 
applies to a business while a trade-mark commonly accompanies 
a product. Trade names are capitalized, evaluated and audited 
in the same manner as trade-marks. 

Formulas 

Secret formulas are often developed which have great value 
to the owner and which result in a monopoly or the enjoyment 
of a rate of profit above that of the industry as a whole. In 
other words, formulas might result in good will. However, as 
far as the accounts are concerned, it is much better to carry 
the formulas at cost rather than to capitalize the additional 
profits. The cost of formulas constitutes all development and 



Intangibles 


267 

research costs connected with the formulas, or it is the purchase 
price paid to obtain them. The account value of discontinued 
formulas should be eliminated from tlie records. The auditor 
must confer with the proper officials of a company to determine 
the ownership of the formulas and to obtain an idea of the 
safety of the formulas as far as the general protection of the 
company and the profit-making possibilities are concerned. 

Good Will 

The auditor should attempt to trace the history and develop- 
ment of the good will value appearing in the accounts under 
audit in order to clarify his understanding of this peculiar and 
much discussed asset. In a first audit, it is desirable to go into 
considerable detail in reporting on creauon and valuation of 
good will. Definitions of good will number legion. Personal 
ideas surrounding the nature of the asset, when to bring it into 
the accounts, how originally to evaluate it and whether or not 
It should be amortized, differ in some respect or minor detail 
for every auditor. There are many ways of computing the the- 
oretical value of good will for a going concern, and good prin- 
ciple should consistently be the guide in practical application. 
In the end, good will is the least liquid of all the assets. There- 
fore, it should be placed in the accounts at the price actually 
paid for it upon the acquisition of a business for cash, capital 
stock or other valuable consideration. The price paid for it 
usually is any excess of purchase price over the net worth of 
the acquired company. In a merger, good will is often created 
due to differences in earning power of the separate companies 
joining the merger, and capital stock to some agreed amount 
IS issued to the stockholders of the high-profit individual com- 
panies for the greater earning power of these companies. If, 
in these cases, only no-par stock is issued, it is not even neces- 
sary to show the good will. If good will is looked upon as 
the enjoyment of a profit by one company in excess of the 
normal or usual return for that industry as a whole, good will 
might exist, but if it has not been purchased, it should be 
omitted from the accounts. The high-profit company is simply 
enjoying a greater rate of return on its invested capital than are 
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its competitors. If the excess profit is capitalized, rates of profit 
over normal drop to normal and a true return on invested capi- 
tal IS not shown. Therefore the arbitrary creation of a Good 
Will account on the books of a company is a practice to be dis- 
couraged by any auditor, readers of the balance sheet are mis- 
led as to asset values, the chances are the offsetting credit is 
not properly handled but appears incorrectly as an earned sur- 
plus credit, and no purpose is served by the mere creation of 
accounts not legitimately acquired through normal purchase. 

From the standpoint of sound practice, we thus see that 
good will should never be an amount in excess of the cost of the 
good will in capital stock, cash or any other consideration. The 

THE GREEN COMPANY 
GOOD WILL 
December 31, 1 938 

Good will represents the capitalization of the average profits 
of the Blue Company for a period of 10 years preceding the 
purchase of that company (1919-1928). Capitalization was 
at 10%. Average profits of the Blue Company for years 
1919-1928, $10,000.00 per year. 

Good wi{l=$l 0,000.00^.1 0c =$l 00,000.00 

(isT 

E.F.H. 

Form 18 — Schedule for Good Will 


first duty of an auditor on an engagement, then, is to discover 
how tlie value of the good will was determined, to place a de- 
scription of that asset value determination in his report and 
not to be afraid to point out such sources of creation as arbi- 
trary write-up, capitalized organization expenses, proper adver- 
tising expense debits, unpaid stock subscription cancellations, 
losses of prior years, amounts equal to profits realized from 
patented products, and so on. Cost should be encouraged as 
the capitalization figure for good will, when other values are 
used, the auditor must understand them. 

Naturally, good will fluctuates in value from period to 
period, just as market prices for fixed tangible assets fluctuate. 
'The value of the good will, when c.stablished by cost, should 
not be altered, however. Owing to the fact that there is no 
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maximum life for purchased good will and owing to the fact 
that It cannot be sold separately from the fixed property, or 
name or location of the business, there is no necessity to amortize 
the asset. In the event that the client desires that it be amor- 
tized, the amortization should take place on a sound and in- 
flexible basis, just as fixed tangible assets are depreciated. 
Naturally, good will amortization should not be to profit and 
loss, as the gradual elimination of this asset does not result in the 
incurrence of an expense. 

Patents 

A patent is a monopolistic grant or privilege granted by the 
government, giving an inventor the exclusive right to manu- 
facture and dispose of the result of the invention. In the United 
States, patents are granted for a period of 17 years, at the 
expiration of which time the monopoly ceases. A patent is reg- 
istered in the name of the owner at the Patent Office in '\\''ash- 
ington, and this constitutes the true evidence of ownership of 
the patent and the protection afforded by the government to 
the patent owner. Patent letters are issued upon the regi-stra- 
tion of the patent, and these letters must be read and examined 
by the auditor. The patent letters also state the extent of the 
territory over which the patent is protectible. A patent issued 
by the United States Patent Office extends over all of the states, 
territories and possessions of the United States. Priority of 
application is the determining factor in the granting of a patent. 
If a competitor manufactures and sells the same item, priority 
of application for the patent will be the basis of decision in 
the litigation which usually follows. As a patent runs for 17 
years from the time of granting, frequently protection is se- 
cured for a much longer period because the protection starts 
at application. 

In the case of a great many corporations, patents constitute 
their most valuable assets not only from the standpoint of the 
cost of the patents but fundamentally from the point of the 
earning capacity made possible by possession of the patent 
which results in an income not possible to competitors. In the 
majority of cases, corporations buy patents outright from the 
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originators. In other instances, the inventor and the manufac- 
turer enter into contractual relationships whereby the latter 
obtains the privilege, usually exclusive, to manufacture and sell 
the product covered by the patent. In such cases, the owner 
of the patent receives a royalty based upon production or sales. 
When corporations purchase the patent, they also commonly 
grant manufacturing privileges to others on a royalty basis. 
When a manufacturer does not own a patent but is manufac- 
turing under a contract with the owner, the manufacturer 
should not capitalize the contract on his books as a patent but 
should simply show his royalty costs as an expense. Occasion- 
ally, the auditor is mislead when he sees a debit in the Patents 
account. A good plan, if he is in doubt as to whether a patent 
is owned or leased, is to obtain from the client’s patent attorney 
a confirmation of all patents owned by his client. 

Although patents may result in profits not obtainable by 
competitors, the best practice is to evaluate the patents on the 
basis of cost. If patents are appreciated on the books, then the 
extraordinary rate of return is reduced to a normal rate, and 
the fact that unusual profits exist is lost to the person making 
an examination of the statements. If patents are appreciated, 
the auditor should point out this fact in a balance sheet foot- 
note or in his audit report. If patents possess unusual value, this 
too should be mentioned. The cost of a patent is its purchase 
price if it is bought outright; if the patent is developed by the 
client, all research, experimental, legal fees, patent fees and 
developmental costs may be considered as constituting the cost 
of the patent. However, it is not the best practice to carry cur- 
rent expenses of this nature forward as an asset, as it is impos- 
sible to determine whether or not a patent of any value will 
result when all work is done. If all of these expenses are cur- 
rently capitalized and if, when the patent is finally secured, it 
is of no value, or if it is soon superseded or if a patent is not 
obtained, future periods are forced to absorb the loss rightly 
belonging to the developmental periods. The auditor must ex- 
amine contracts for purchased patents; and he must verify all 
expenses for developed patents in order to determine the 
legitimacy and correctness of the capitalization of the expense 
outlays. A patent is always a doubtful asset until it has with- 
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stood the test of a lawsuit brought by someone honestly in- 
terested in establishing his priority. If the suit is won, the 
amount spent in defense of title to the patent should be capi- 
talized. If the suit is lost, the amount spent in title defense 
plus all amounts previously spent in connection with the pur- 
chase or development of the patent should be written off the 
books as an expense. 

The auditor must determine the book value of the patents 
at the balance sheet date. To do this adequately he must of 
necessity discuss rates of patent depreciation with the client. 
Although the life of a patent is 17 years, most patents become 
obsolete long before the expiration of this time. Consequently, 
the length of time during which the patent will prove to be 
an income-producing asset must be conservatively estimated; 
then the patent should be amortized over the shorter of either 
17 years or the estimated useful life. If patents exist which are 
not being used, due either to lack of demand for the product 
or to buying a patent and shelving it, the cost of the patents 
should be written off the books as an expense. In depreciating 
patents, the auditor will discover that in some cases the credits 
are passed directly to the Patents accounts rather than to a Re- 
serve for Depreciation of Patents account. Owing to the fact 
that expiration takes place on a time basis, no particular objec- 
tion exists to the direct credit method, but the reserve method 
often offers certain operating advantages and by some is con- 
sidered the better, as cost or appraisal figures are thereby shown 
on the balance sheet. In many instances, a patent-owning com- 
pany continues the manufacture of a patented item long after 
the patent has expired. In such cases a patent does not exist, 
and no value should be assigned to either a Patent account or 
the Good Will account after the expiration of the patent. 

Copyrights 

Copyrights are monopolistic privileges similar to patents, 
granted by the government for the reproduction and sale of 
printed or otherwise reproduced writings and drawings. In the 
United States, copyrights are granted for a period of 28 years 
and are renewable once, thus giving a total legally protected 
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period of 56 years. However, most copyrighted productions do 
not have a life of even 28 years; therefore the auditor must be 
particularly careful of obsolescence of copyrights in his audit, 
and he must be careful to check copyright periods and remain- 
ing life. The safest practice is to write the cost of the copyright 
off against the cost of publishing a first edition. If a copyright 
is an original governmental grant, the cost of the copyright is 
negligible and usually is charged to expense at the time of ac- 
quisition; if a copyright is purchased from an original holder, 
then the auditor must verify cost and verify obsolescence. 
Copyrights, like patents, are often valuable possessions from the 
standpoint of their income-producing capacity, but also like 
patents, they should not be placed on the records at a price 
in excess of cost. Some publishers capitalize a copyright at a 
certain number of times the yearly profit resulting from the 
copyright, this is not excellent practice, but if the client insists 
upon it, the auditor must likewise insist upon adequate deprecia- 
tion provisions and upon proper credit entries. Publishers some- 
times buy copyrighted manuscripts. In such cases, royalties are 
not paid to originators, and the Copyright account is credited 
periodically for the royalties normally paid. When copyrights 
which have no value, which have expired or which are not being 
used still appear on the books they must be written off imme- 
diately. There are no objections to direct credits to the Copy- 
rights accounts for obsolescence charges set up periodically. 


Franchises 

A franchise is a contract between a private company and a 
governmental subdivision, granting certain privileges of use to 
the private company which ordinarily is a public utility. Fran- 
chises may be perpetual or of limited life. They may be 
revocable or irrevocable. Public utility commissions now com- 
monly regulate public utilities. In auditing franchises, the audi- 
tor must investigate the franchise in order to be familiar with 
all terms of the grant, including any requirements on the part 
of both parties to the contract, any restrictions imposed, fees, 
the right of the granting governmental body to take over opera- 
tions in the event of such a clause in a limited or perpetual con- 
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tract, revocable features, rate clauses, service clauses and 
maintenance provisions. 

The auditor must examine the Franchise accounts to see that 
they are carried at cost less proper amortization, if they arc 
acquired by purchase; if they are acquired without cost, no 
value should appear in the accounts, and annual rentals should 
be recorded as an operating expense. The auditor must deter- 
mine the adequacy or inadequacy of periodic amortization 
charges for franchises of limited life and for franchises contain- 
ing revocable clauses. The franchise should be amortized at 
least over its legal life, if not sooner, when revocable features 
might lead to cancellation. Amortization is commonly on a 
straight line basis, and a reserve may or may not be used. 

Leaseholds 

Leaseholds do not commonly apply to manufacturing con- 
cerns, as most of them occupy their owned plants located on 
their owned land. Office buildings, department stores, hotels 
and downtown businesses in general commonly have their 
owned or leased buildings constructed on leased land. The audi- 
tor should read the lease, noting all cancellation features. He 
must also examine vouchers and trace the entries for all pre- 
miums paid on the lease during the audit period. Leases will 
not appear as assets unless (i) a flat amount has been paid in 
advance to cover the leasehold period or (2) the lessee has 
capitalized his expected savings or income to be derived under 
the lease. If a leasehold does appear as an asset, the auditor 
should completely verify its valuation. If the valuation on the 
books represents cost, the auditor must determine the proper 
annual amortization, and the amortization must be enough to 
write off the lease in conformity with the shortest time pro- 
visions in the lease. If the book valuation represents the capi- 
talization of the expected savings or income, then the auditor 
must see that Unearned Surplus was originally credited. Also, 
he must determine that penodically the Unearned Surplus is 
charged and that a profit and loss account is credited for the 
amount of rent on investment which is included in expense as 
a result of amortizing the lease so capitalized. 
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QUESTIONS AND PROBLEMS 

1. If you were auditing a public utility, to what would you pay 
attention when you were investigating the Franchise account 
and the franchises^ 

2. During your audit of a publishing company, you see an account 
on the general ledger called Copyrights. It is debited for 
$10,000. What will be your procedure in connection with this 
account^ 

3. When, m your opinion, should copyrights appear as an asset^ 

4. What are your personal views regarding the depreciating of 
good will that has been legitimately purchased and set up in 
the Good Will account^ 

5. The Beechwood Corporation acquires patents at irregular 
intervals and charges their cost to a Patents account, which 
account has not been amortized during the last ii years. You 
are called in at the end of the eleventh year to determine the 
present value of the patents account. What will you do to 
state correctly the balance of the account^ 

6. The Racine Company owns a patent. If it did not own the 
patent, the royalty cost which the Racine Company would have 
to pay on its sales would be $10,000 per year. Therefore the 
board of directors of the Racine Company decide to increase 
its Patent account by $50,000 (five years’ royalties) and to 
declare and pay a common stock dividend out of the unearned 
surplus thus created. The $50,000 increase in patents is to be 
amortized over the remaining life of the patent. What criti- 
cisms have you to offer of the actions of the Racine Company? 

7. The Dale Company develops some of its patents and buys 
others from inventors. The company is slightly uncertain as 
to which costs to capitalize and which to charge to current 
operations. It is also uncertain as to where research and de- 
velopmental expenses should appear m the operating statements 
in those cases in which they have been charging certain items 
to expense. Outline a plan for this company to follow in the 
future. 

8. On July i, 193 A, your client, the Hartford Company, pays 
$10,000 for a patent on a product which is in direct compe- 
tition with a product of the company. The Hartford Company 
decides not to manufacture the article permitted under the 
new patent purchased, but to continue with the manufacture 
of its customary products. During your audit, you notice the 
$10,000 as a debit in the Patents account. What will you 
suggest.^ 
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9. You are auditing the books of a local public utility for the first 
time. During your inspection of the franchise, you notice 
that the municipality may revoke the franchise at its option. 
What factors will guide you in arriving at your decision as to 
the coxTect amount of periodic amortization^ 

10. Your client incurs certain rather large expenses in obtaining his 
trade-mark. He asks you whether (a) the trade-mark cost 
should be written off over a period of years, (b) the cost should 
be permanently capitalized or (c) the cost should be charged to 
expense at incurrence. What advice will you give him, and 
why? 

11. The Pumpell Company has leased a plot of ground for 20 
years, at an annual rental of $1,500. The lease does not contain 
a renewal clause. Immediately after negotiating for the lease, 
the Pumpell Company erects a building costing $25,000 which 
has an estimated life of 25 years. The building is depreciated 
at the rate of 5 per cent per year. At the end of the tenth 
year the original lease is canceled, and a new one is negotiated 
for 30 more years. 

(a) Was the original 5 per cent depreciation rate correct or 
incorrect? 

(b) What is the amount of annual depreciation for the years 
II through 40^ 

(c) If the original lease had contained a renewal clause, what 
original depreciation rate would you have used^ 

12. You are performing your first audit for the Exude Chemical 
Company, organized 10 years ago. During your inspection of 
the general journal, you note the following entry, under the 
date of June ro, 192A. 

Formula . . .. • ..$40,000.00 

Common Stock . . $40,000 00 

400 shares of common stock issued to 
James Harlow, president, for his secret 
fonnula. 

(a) What will you do to determine the existence of the 
formula and to determine the propriety of the above entry^ 

(b) If the only information that you received was from Mr. 
Harlow to the effect that the formula was in the safety 
deposit box, that the manufacturing process was broken 
up so that the employees could not put the formula to- 
gether in proper processes and proportions without the 
supervision of the factoiT manager and that the $40,000 
represented the stock at the market which was also par, 
would you be willing to issue an unqualified certificate in 
connection with your balance sheet? 
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13. Assume that your client had written off patents, trade-marks, 
leaseholds and franchises, formerly carried at $13,262,111.40, 
to Earned Surplus, sometimes during the year 193 A. Would 
you mention the matter m your report for the year ending 
December 31, i93A^ 

14. During your audit of the Long-Range Radio Company for the 
year ending December 31, 193 A, you discover the Patents ac- 
count which, when analyzed on working paper, appears as 
given below Do you think the account correct or incorrect^ 
What auditing procedure will you follow to convince your- 
self of the propriety of the items appearing in the account^ 


Patents 


Balance, January i, 193 A. (This represents patents pur- 

chased and analyzed in our preceding audits.) 
Additions during 193 A 

200,000.00 

Patents purchased .... 

4,000 00 

Research expense 

18,000.00 

Research department salaries 

14,000 00 

Insurance ... 

200.00 

Repairs to research department 

600 00 

Bricks for flue.. . 

. . , 100.00 

Trade magazines 

100.00 

Patents purchased 

7,000.00 

Tubes 

800.00 

Condensers 

200.00 

Patent purchased 

. . 1,000.00 

246,000 00 

In order to obtain a lease on a certain land 

site, the Reel Com- 

pany pays a $5,000 bonus. The lease is for 

15 years, at $15,000 

per year. What disposition of the bonus should be made in 
the accounts^ 


r6. The Fuzzee Company bought a 20 year lease, paying $450,000 
for it at the time of purchase. The company amortizes the 
lease on a straight line basis and charges profit and loss for 
$27,500 each year for 12 years. During the thirteenth year, 
an operating loss is incurred to the extent of $20,000 by includ- 
ing $27,500 as amortization of lease expense. Also, if the 
$20,000 loss is closed to Surplus, the Surplus account will be 
almost depleted after the regular dividend is declared. The 
company therefore decides to charge nothing off the lease 
for the current year, thereby showing a $7,500 profit. You are 
called upon to approve the plan. What do you suggest? 

17. The following balance sheet is that of Exploiteers, Incorporated, 
as of December 31, 193 A. 
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BALANCE SHEET 
Exploiieers, Incorporated 
December 31, 193 A 

Assets Ltamutijs and Ni-t Worth 

Cash . $ 40,000.00 Common Stock . . . $500,000.00 

Patent . . . . 400,000 00 

Deferred Expenses and Or- 
ganization Expense . 60,000.00 

$500,000.00 $500,000.00 


The company was organized December 10, 193 A for the pur- 
pose of working a new patent which the organizers had de- 
veloped. The authorized capitalization was 5,000 shares of 
common of a par value of $100 per share. Of the stock, 
$100,000 was sold at a discount of 40 per cent, and $400,000 
of common stock was issued to the organizers in payment of 
the patent taken over by the corporation; $20,000 was spent 
m promotion and organization of the company. Criticize the 
balance sheet. 

r8. The Harr Company leases its land and building, paying an 
annual rental of $24,000 with the option of purchase any time 
before the termination of the lease, for $250,000. The lease is 
for 20 years, 10 of which have expired. The appraised sound 
value of the property at the end of the tenth year is $350,000, 
owing to increased land and building values in the particular 
section of the city in which the property is located. The 
company is contemplating the purchase of the property and 
it wishes to show the value of the leasehold in its current balance 
sheet so that the stockholders may see the desirability of pur- 
chasing the land and building for $250,000. How do you 
suggest showing the leasehold value? 
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General 

The valuations used m connection with most assets are based 
upon personal opinion guided by sound judgment and well 
established precedents. Consequently, the asset side of a bal- 
ance sheet IS an expression of opinion when considered as a 
totality. The judgment used in asset valuation must be reason- 
able and sound if the asset opinion is to be reliable when viewed 
by persons interested in the balance sheet. In practically all 
instances, habihties are not statements of opinion but are state- 
ments of fact, owing to their eventual liquidation in an exchange 
medium of measurable value at any given time. The only cases 
in which liabilities are not statements of fact are in those in 
which there is a question of the existence of a contingent lia- 
bility and in which accrued liabilities, such as accrued taxes, are 
estimates. 

Current liabilities are those which are to be liquidated within 
a relatively short period of time, commonly considered to be 
one year. 

The chief duty of the auditor is to see that all liabilities are 
included in the balance sheet at their correct amounts. There 
is a possibility that liability accounts are being overstated, but 
this is rather remote. Majority stockholders or directors might 
practice fraud with the intention of freezing out minority 
holders by overstating liabilities, thus reducing the corporate net 
worth. The chances of liabilities being understated are greater; 
liability understatements lead to overstated net worth positions 
which might be desired in certain instances. The auditor is in- 
terested in an accurate and correct statement of all liabilities. 
If current liabilities are omitted or understated, the working 
capital ratio is seriously affected, and a creditor might be misled 
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into a sale of nierchandise or into a loan of money which he 
would not make if a true balance sheet were presented. 

Accrued liabilities are considered in this chapter in conjunc- 
tion with current liabilities. Most accrued habilities fall within 
the current liability classification, because of the time element 
connected with liquidation. In the balance sheet, current and 
accrued liabilities should be subdivided into: trade notes, due 
and past-due; bank notes; nontrade notes, due and past-due; 
trade accounts payable; nontrade accounts payable; accounts 
due affiliates; accounts due stockholders; accounts due officers; 
dividends payable; deposits; unfilled contracts; accrued taxes 
payable; accrued wages payable; accrued interest payable, and 
all others which might exist at the balance sheet date. 

Notes and Acceptances Payable 

Notes payable are secured or unsecured, and are divided 
into (i) trade notes, (2) bank notes and (3) nontrade notes. 
Notes payable may arise as a normal method of immediate pay- 
ment, or they may be the result of unpaid accounts or vouchers 
payable. Trade acceptances arise in the normal course of busi- 
ness in which the custom prevails of giving an acceptance at 
the time of purchase, which may be discounted easily by the 
creditor. Trade acceptances usually do not bear interest until 
after maturity; notes commonly do bear interest. The auditing 
procedure for trade notes, drafts, bills and acceptances payable 
is the same, and therefore they are discussed together. 

The auditor must examine the by-laws and the minute book 
of a corporation in order to ascertain the names of the officer 
or officers delegated to sign notes and in order to obtain in- 
formation relative to the issuance of notes, particularly bank 
notes and nontrade notes given in payment for fixed asset pur- 
chases. Frequently the by-laws will stipulate the hmits of in- 
debtedness permissible by the issuance of notes. If only one 
person signs notes, the auditor should call attention to this fact, 
as the possibility of fraud and unauthorized borrowing may 
be more prevalent in such a case than when two signatures are 
required. 

If a list of notes payable as of the balance sheet date is not 
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THE AUBURN COMPANY 

January lo, 1939. 

Name of Bank (or) 

Name of Broker (or) 

Name of Other Creditor. 

Gentlemen: 

Our auditors, Jones and Jones, are now making their annual audit 
of our books. They will appreciate confirmation of our indebted- 
ness for notes due you (or sold to you, if a broker) as of December 
31, 1938 Our liability to you as of that date stands on our books 
at 1x0,000.00. Please list any collateral held as security for the loan. 
If your books do not agree with this information, please give all 
differences below. A stamped and addressed envelope is enclosed 
for vour convenience. Thank you. 

Very truly yours, 

The Auburn Company, 

J. P. Auburn, Treasurer. 

DETACH HERE 

Jones and Jones, 

5 East Fourth Street, 

Cincinnati, Ohio. 

Gentlemen* 

Amount of Loan to Auburn Company 
Collateral Held . . 

Differences 


Signed* 

Fourth National Bank 


$10,000.00 

None 


Form 19 — Confirmation Form for Notes Payable 
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dvailable, the auditor naiist obtain or prepare one The list of 
notes payable is compared and checked with the notes payable 
register, if one is kept, and the total of the list is checked against 
the controlling account in the general ledger. In the event that 
the notes payable are secured, collateral hsts are prepared in con- 
junction with the list of notes payable. Notes payable, with the 
exception of trade notes, may be confirmed by direct corre- 
spondence with the holders of the notes, who should be asked 
to submit data pertaining to the collateral and to any indorse- 
ments on the notes. Notes due banks are always confirmed at 
the time bank certificates are requested, unless a bank account 
is not maintained by the client at the creditor bank; in this case, 
the confirmation may be obtained at any time during the audit. 
If notes are issued exclusively through a note broker, a con- 
firmation from the broker is the only evidence needed of the 
amount of the notes outstanding. Confirmation replies are 
checked against the auditor’s copy of the trial balance. A note 
payable confirmation form is shown in Form 19. 

Entries for all bank notes given during the audit period are 
traced to the cash receipts records for the cash received. When 
notes or trade acceptances constitute the usual method of pay- 
ment for purchases, only those outstanding at the end of the 
period are verified. A test-check may be made from the pay- 
ment entries in the note register to the cash disbursement book; 
some of the paid notes may be inspected; in short, much the 
same procedure wmuld be followed as in the verification of ac- 
counts payable or vouchers payable. 

Nontrade Notes 

Entries for debits to notes payable are found in the casli 
disbursement records and are for partial or full payment of the 
notes. Debits are also the result of note renewals. Fully paid 
notes liquidated during the period under review should be on 
hand; they are presented to the auditor, wTo traces the liquida- 
tion to the disbursements records and then ascertains that the 
paid notes do not constitute a part of the ending balance. The 
auditor must see that paid notes have been canceled so that they 
cannot be used again. Tlie auditor must watch signatures on 
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canceled notes to see that they were originally properly au- 
thorized. Renewed notes are likewise inspected, and renewal 
entries are traced to the accounts. 

The client should be encouraged to use a note-book, similar 
to a cheque book, with all notes serially numbered and with 
corresponding stubs. All notes must be accounted for, and 
voided and paid returned notes are checked against the stubs. 
The total notes payable outstanding then equals the total of the 
unchecked stubs, less partial payments made. 

The auditor must watch for the possibility of notes which 
have been prepared and discounted without entries appearing 
in the note records or in the cash receipts records. This situa- 
tion might indicate that unauthorized borrowing exists, with the 
possibility that the client must pay the note at maturity with- 
out receiving the benefit of the loan. To cover such fraud, a 
fictitious debit may be passed to some account other than notes 
payable at the time of payment, or the notes payable debits and 
cash credits may be underfooted to the extent of the payments 
on the originally unrecorded notes. 

Authorizations for the origin of all nontrade notes payable 
should be found in the minutes of the directors meetings. These 
authorizations may be either for money to be borrowed (from 
either banks or officers), for the purchase of fixed assets, for 
the purchase of stock in other companies or for similar trans- 
actions. A comparison of the nontrade note transactions to the 
record of the directors meetings will help disclose any existing 
irregularities. 

Interest expense accounts must be carefully verified and 
traced to disbursement records in order to determine the cor- 
rectness and promptness of the interest payments. The exami- 
nation of interest entries and the checking of the entries against 
individual notes leads to the detection of unrecorded notes pay- 
able. Other things for which the auditor must watch during 
the audit of notes payable include the purpose of each note 
payable; whether or not the notes are met promptly at ma- 
turity; the extent of chattel mortgages given as note security, 
the extent of merchandise pledged as security and the require- 
ments with respect to the merchandise, such as its separation 
and the use of receipts from sales to liquidate the notes. 
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Working papers are prepared for notes payable. The illus- 
trative audit shows a working paper adaptable to almost any 
requirement; in this form, interest paid, prepaid interest and 
accrued interest are scheduled in connection with the notes. 
Such procedure saves time and work and summarizes all data 
m one place. If desired, the notes payable may also be analyzed 
as shown in Form 20. 

SOO CORPORATION 
Analysis of Non-Trade Notes Payable 
December 31, 193A 


Notes Payable, January *1, 193A |i6o,ooooo 

Plus notes issued during year* 

Company A #242,246,248 $ 5,000.00 

Company B #251,252 . 10,00000 

Company C #253,244,245 ... . . 15,00000 

Company D #247,249,250 . . 20,000 00 50,000 00 

Total 210,00000 


Less note debits during year. 

Paid. 

Company X #228 . . .. ’ ..$25,00000 

Company Y #238,239 30,000.00 55,000.00 

Partial: 

Company Q #226,227,229 35,00000 

Company R #231,232 35,00000 70,00000 

Renewed: 

Company A #242,246,248 5,000.00 5,00000 130,000.00 

Balance, General Ledger, December 31, 193A $ 80,000.00 

Form 20 — Analysis of Notes Payable 

Working papers should be prepared so that each classifica- 
tion of notes payable is separately shown. Likewise, the balance 
sheet should show each classification separately. Common note 
classifications are: (i) notes payable to banks; (2) trade notes 
and trade acceptances payable; (3) notes payable to officers; 
(4) notes payable to affiliates; (5) maturing long term obliga- 
tions; (6) others. 

Accounts and Vouchers Payable 

The system used for handling accounts or vouchers payable 
must be understood by the auditor. Some concerns use a sub- 
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SI diary creditors’ ledger in connection with a voucher system, 
while others do not. Subsidiary ledgers are frequently used in 
connection with a voucher system when purchases are nu- 
merous, when partial payments are commonly made and when 
purchase returns take place after entry of the invoices. In gen- 
eral, voucher systems work best when these three conditions 
can be avoided. Some companies not using a voucher system 
enter their accounts payable in the control only at the close of 
each fiscal period, and reverse the entry on the first day of the 
new period. Others prepare more frequent entries to the con- 
trol. The exact auditing procedure to follow depends upon the 
system employed in accounting for open accounts payable. Re- 
gardless of the details of the system, the auditor must be certain 
that open accounts are correctly shown, that any liabilities 
which are unrecorded at the end of the period are brought 
onto the “books and that liabilities applicable to the subsequent 
period do not appear at the balance sheet date. 

A voucher system sets up the mechanism whereby there 
IS written authority for cash payments and all data for each 
purchase are brought together in one place. If a voucher sys- 
tem IS in operation, the auditor must obtain a list showing all 
unpaid vouchers, he must foot the list and reconcile it with 
the balance of the vouchers payable control in the general 
ledger, and he must also check the list against the unpaid 
vouchers and against the uncanceled entries in the voucher 
register. In some cases a prepared list of the unpaid vouchers 
is submitted to the auditor, and in other cases he abstracts his 
own lists. In the event that a subsidiary vouchers payable 
ledger is operated in conjunction with the voucher system, the 
auditor must also reconcile the sum of the subsidiaries with the 
control and must also check, usually by test, the subsidiary bal- 
ances with the sum of the vouchers applicable to each creditor. 

If a voucher system is not used, the auditor must obtain or 
prepare a trial balance of the subsidiary creditors’ ledger, recon- 
cile it with the control and then test-check the accuracy of 
the subsidiary accounts. In any case, if a client uses a sub- 
sidiary ledger, he should be encouraged to reconcile subsidiary 
and controling accounts at least once a month, as errors are 
thus localized in one relatively short period. When a voucher 
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system is used, all expense bills as well as purchases are entered 
m the register. The auditor must watch vouchers for proper 
approvals and signatures, and he must watch for old unpaid 
vouchers and investigate the reason for their nonpayment. Con- 
firmation of expense vouchers and accounts payable is not com- 
mon practice, but confirmation should be obtained for items 
that appear questionable or are not readily understood, for 
large items and for old items. Confirmation arrangements are 
preferably made during the stages preliminary to the audit. 
Frequently, disputes between debtor and creditor concerning 
such things as allowances, returns and discounts cause payables 
to go unliquidated for long periods; inspection of correspond- 
ence will often clarify many points for the auditor and tv'ill 
frequently lead to the discovery that the recorded liability is 
incorrect. 

Trade and nontrade vouchers or accounts payable arc sep- 
arated. The auditor usually will have little trouble in distin- 
guishing between trade and nontrade items, a study of the needs 
of the business and the supplying creditors makes this distinc- 
tion easy. Trade and nontrade payables should be separated 
on the working papers and in the balance sheet. 

Tests are made of the accuracy and genuineness of accounts 
and vouchers by checking them against the original invoices 
and the monthly statements received from creditors. In the 
event of discrepancies between statements and accounts, the 
auditor should exercise all of his abilities to ascertain the cause 
of the difference, and he should attempt to conclude with the 
true amount of the liability by making necessary adjustments 
of the accounts. By comparing invoices or monthly statements, 
and accounts, the auditor often discovers omitted items. Tests 
are also made of the postings to the subsidiary accounts pay- 
able from such sources as the purchase journal if a voucher sys- 
tem is not used, the voucher register if a voucher is used, the 
cash disbursements book in either case and the purchase returns 
registers. Vouchers and individual accounts payable are footed 
and extended to test their accuracy, as are the purchases jour- 
nals or the voucher register. 

To ascertain that all liabilities of this nature have been re- 
corded, the auditor must examine receiving records, monthly 
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statements and purchase orders and compare them with the 
voucher register entries to see if purchases made toward the 
close of the period have been properly entered and the lia- 
bility therefor taken up on the books as of the year under audit. 
The liability for all goods received through the last day of the 
audit period should be recorded. In many cases, goods are re- 
ceived on the final day and placed in stock and the bill is 
not received until early in the new period. The liability exists 
as of the old period. If the audit is being performed after the 
close of the period, as is probably the case, entries for the new 
year are examined to be certain that none of them belong to 
the period under scrutiny. Invoices on hand at the end of the 
year, but not recorded, must be investigated to determine the 
reason for the lack of entry, and the auditor must be certain 
that the items purchased under the unentered invoices are not 
included in inventory. It may be that the unentered invoices 
should appear as entries for the period under review. Cash dis- 
bursements records are also examined to see that payments are 
recorded in the proper period. The longer the time intervening 
between the close of the accounting period and the audit, the 
better the auditor’s chances of seeing that all liabilities are re- 
corded as of the end of the period. 

Debits to accounts payable normally arise in the cash dis- 
bursements records or in the purchase returns records. Debits 
from other sources should be investigated and understood. 
Debit balances of accounts payable are investigated to deter- 
mine the reason for the balance and are shown among the cur- 
rent assets in the balance sheet and not as a reduction of 
accounts or vouchers payable. Occasionally, debit balances are 
the result of incorrect postings, or they may represent items 
not truly the result of hability reductions. In some cases, ad- 
vances are made to creditors, either in conformity with a pur- 
chase contract or in order to finance the supplier; such advances 
are not debit balances of accounts payable but are separate 
assets. 

An examination of the minute book frequently discloses pur- 
chase contract commitments. The contracts must be examined 
to see that the client is not defaulting thereon. 
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The auditor may find situations wherein cheques are pre- 
pared, entered as vouchers or accounts payable charges and 
credits to cash and are not mailed at the balance sheet date. In 
such cases, an adjustment should be prepared reversing the 
entry to show the true condition at the balance sheet date. Such 
transactions are not payments but are simply attempts to reduce 
payables for statement purposes. 

Some companies show their accounts and vouchers payable 
gross and some carry them at the net cost, that is, at the gross 
price less cash discounts. Carrying the vouchers at the net cost 
is correct only if the discounts are always taken. The method . 
adopted by the client is acceptable as long as it consistently 
follows and conforms to good practice. 

Miscellaneous Considerations . — For merchandise taken on a 
consignment basis, consignment records must be inspected to 
determine the existence of liabilities for merchandise sold. Be- 
cause he is carrying the consigned merchandise in a memo- 
randum account, the client may have omitted the liability 
without intent to deceive. 

If collateral is given as security for accounts payable, the 
auditor must ascertain, by confirmation, the value and nature 
of the security held by the creditor. 

In certain types of businesses, suppliers ship merchandise in 
advance of order or contract date and have no intention of 
billing the debtor until the proper date; in effect, the supplier 
is using the debtor’s quarters as a warehouse. If title to the 
merchandise has not passed to the debtor client, the liability 
for the goods may be omitted along with the omission from in- 
ventory; a footnote should be attached to the balance sheet 
clearly stating the situation. If, as probably will be the case, 
title has passed to the client, the auditor should insist that the 
liability be recorded, because the client does own the goods. 
In the possible event of bankruptcy, the merchandise would be- 
come a receiver’s asset. The auditor should remember, in con- 
nection with situations of this nature and similar circumstances, 
that the clearer the balance sheet, the fewer the number of 
footnotes required. 

Merchandise in transit, shipped f.o.b. shipping point, wherein 
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title passes at the time of loading, should be included as a lia- 
bility of the receiving client. 

Postdated invoices need not be included as payables; a bal- 
ance sheet footnote is sufficient. The goods should not be 
included in inventory and must not have been sold. If the goods 
have been sold before the balance sheet date, the liability must 
be shown. 

Occasionally, accounts payable bear interest after the ex- 
piration of a certain time. The auditor must watch for such 
cases, call the client’s attention to them and see that interest is 
properly accrued. 

If cash discount possibilities are not being taken, the auditor 
should confer with the client and point out the advantages of 
taking the discounts. 

Certain nontrade account payables may not be recorded at 
the balance sheet date. The auditor should ask the client to 
obtain statements for legal and other professional services for 
which statements have not been rendered at the close of the 
period. Auditing fees commonly do not accrue, except when 
continuous service is rendered; if continuous service is not fea- 
tured, the auditing fees are considered an expense of the period 
in which the work is done and not of the period for which it 
IS performed. 

Adjustments must be considered in the light of their im- 
portance. Small amounts having practically no effect upon the 
accounts may be ignored; large amounts must be adjusted. Good 
judgment and nicety of discrimination must be made at all times. 
A working paper for accounts payable is shown in the illus- 
trative audit. Working paper forms for accounts and vouchers 
payable can be made to assume innumerable physical forms. 
Each auditor ordinarily uses the one that best suits his fancy 
and needs. Sometimes auditors age accounts payable in a man- 
ner similar to that used in connection with accounts receivable, 
in which case the working papers must conform to such an 
analysis. In aging accounts payable, some auditors list all ac- 
counts, while others believe in listing only those which are old 
and which are in dispute and for which there is disagreement 
between the debtor’s and creditor’s records. 
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Bonds and Mortgages Payable 

Bonds and mortgages maturing within one year move out 
of their usual classification as fixed liabilities into the current 
liability group, unless refinancing has been arranged or unless 
a sinking fund exists. In the latter case, an amount of the bonds 
equal to the sinking fund should remain in the fixed group. 
The auditing procedure is considered in Chapter XVI in con- 
nection with fixed liabilities. 

Contingent Liabilities 

A contingent liability is one in which there is no actual 
liability of determinable amount at the balance sheet date. 
There is the possibility that a prior act may become a future 
liability. If the auditor permits the omission of contingent lia- 
bilities at the end of the fiscal period, he is remiss in his duties, 
as he is failing to point out the conditions under which possible 
liabilities may develop as a result of earlier acts. Extreme caution 
often is necessary in order to uncover contingent liabilities. The 
minute book is always an excellent source of information for 
the determination of contingent liabilities, and conversation 
with officers frequently brings this type of liability to light. 
Other sources of information as to contingent liabihties are con- 
tracts, leases, correspondence, past performance of the client, 
confirmations, the accounts and attorneys’ opinions. A con- 
tingent liability is difficult of determination because evidence 
of its existence often does not appear in the accounts. 

Contingent liabilities are of two general classes. First, there 
are direct financial obligations which are still unsettled as far 
as definite monetary amounts are concerned and as far as pos- 
sible liability is concerned. Second, there are secondary financial 
obligations wherein no liability will exist unless a primary 
obligor fails. 

Contingent liabilities of the first class usually are the result 
of litigation covering such things as patent, trade-mark or copy- 
right infringement suits; the existence of contracts for future 
delivery; claims; the guaranty of merchandise, and the sale of 
mortgaged property. In all cases involving litigation, the final 
judgment has not been rendered or appeal from judgment is 
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contemplated. If the judgment is final, the liability is direct and 
not contingent. In cases of this nature, when the judgment is 
not final, the contingent liability should be liberally estimated, 
after conferring with the client and the attorneys. Occasion- 
ally, clients do not wish to enter contingent liabilities of this 
class, because of final judgment to be rendered or because of 
the interpretation by other parties to the litigation that recogni- 
tion of the existence of the contingency is at least a partial ad- 
mission of the loss of the case. However, in all fairness to the 
company, its stockholders, credit grantors and future investors, 
the situation should be clearly and fully shown. In the event of 
the existence of contracts for future purchases, it may happen 
that prices are falling and the client is contemplating the break- 
ing of a contract, which act may give rise to a suit for breach 
of contract. Any possibility of such liability should be shown, 
frequently, merchandise is sold under a guarantee of quality; 
such a situation can easily make for a possible liability in the 
event of defective merchandise. If real property subject to a 
mortgage is sold and the buyer does not assume the mortgage, 
the seller may become liable for a deficiency judgment in the 
event that the mortgagee forecloses and the amount realized 
is insufficient to cover the loan. All such contingencies should 
be fully pointed out in the report and provided for in the bal- 
ance sheet. 

Contingent liabilities of the second class exist in the follow- 
ing cases. Notes receivable and trade acceptances are dis- 
counted, and the possibility exists that the primary obligor may 
fail to pay his indebtedness. If notes and acceptances and drafts 
are properly handled on the books of account, the contingency 
is automatically shown as notes receivable discounted. Indorse- 
ments are often made on notes of affiliated or other companies, 
either for the benefit of the indorser or as an accommodation to 
a third party. Foreign drafts are often unpaid at the balance 
sheet date, and if the foreign importer does not honor the bank 
draft, the domestic exporter who drew the draft will become 
liable to the bank to which the draft was sold. Accounts re- 
ceivable may be pledged or assigned, in which case the as- 
signor is liable in the event of nonpayment by the original 
debtor. In certain industries it is customary to guarantee bond 
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principal and interest, and dividends on stock, and in those in- 
stances a possible liability exists. Product and other guarantees 
often exist which may result ultimately in a liability, the con- 
tingency for which must be recognized as early as possible. In 
the event of a direct financial obligation of an indeterminate 
amount or in the event of a secondary obligation of a deter- 
minate amount, there is a possibility of the development 
of a specific liability, and the auditor must show fully such 
conditions on his statements proper, or as attached footnotes if 
it is impossible to incorporate them in the statements. 

Dividends 

Declared dividends are a direct liability of the issuing com- 
pany, and cash dividend declarations cannot be rescinded, stock 
dividend declarations may be rescinded at any time prior to 
payment. It is not feasible to show passed cumulative dividends 
as a liability or as a reserve, as the dividend has not been de- 
clared. It is permissible to show the accumulation as a balance 
sheet footnote or to segregate the amount in net worth as “sur- 
plus required for unpaid cumulative dividends.” In order to 
determine the liability for dividends payable at the balance 
sheet date, the auditor should review the minute book for all 
dividend actions. In connection with dividends, he should also 
ascertain whether or not the dividends were declared out of 
either earned profits or surplus; he should be familiar with 
the procedure employed for stock dividends, scrip dividends 
and dividends paid in all assets other than cash. In connection 
with dividends in wasting asset industries, the auditor must see 
that capital is being retained or that stockholders are being 
informed of the return of their investment. Small companies 
often disregard state requirements to the effect that dividends, 
to be legal, must be declared by the board of directors. In such 
cases, when proper action is not taken, the attention of the 
client should be directed to the matter, for appropriate action 
is then written into the minutes as of a prior date and the 
action verified by the directors. The subject must be fully 
covered in the auditor’s report. In large companies, the audi- 
tor will often find special dividend bank accounts set up for 
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dividend payments. Also, it frequently happens that dividends 
are unclaimed, leaving a balance in the dividend bank account. 
In such cases, m order to discover fraud, the auditor must watch 
for unauthorized withdrawals from the fund. He must use his 
own good judgment concerning the period for which unclaimed 
dividends are allowed to stand before being written off to a 
reserve or to surplus; if a dividend bank account is employed, 
the unclaimed balance is returned to general cash at the time 
the unclaimed dividends are written off. 


Deposits 

Companies frequently receive deposits of money from cus- 
tomers and from employees; the depositary company is liable 
for all such sums received. Examples of commonly found com- 
pulsory deposits are those required from employees for lockers, 
keys, tools; those required from customers for containers, 
meters, and so on. Certain deposits are of a voluntary nature, 
occurring when employees may be depositing money period- 
ically for the ultimate purchase of stock of the company, when 
salesmen are depositing money for the purchase of a new auto- 
mobile or when the employees are saving money by depositing 
a sum periodically with the company which acts as a depositary 
in order to encourage savings. In auditing deposits, the auditor 
ascertains the method employed to care for the deposits and 
proceeds in auditing each deposit by verifying the amounts 
received by the company with the balances shown by the 
deposit liability accounts. If pass books or receipts held by 
depositors are easily obtainable, they should be compared with 
book accounts in order to verify balances. In many instances 
deposits are never claimed, with the result that the deposit lia- 
bility accounts tend to be overstated rather than understated. 
After relatively safe establishment of the improbability of the 
deposits ever being claimed, the estimated unclaimed balances 
should be transferred to a reserve or to surplus, in order to 
prevent an overstatement of liabilities. If the unclaimed deposits 
are for tangible assets, the proper asset accounts must be re- 
duced correspondingly. 
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Unfilled Contracts 

Unfilled purchase contracts outstanding at the balance sheet 
date are not liabilities of that date but usually result in the ac- 
quisition of an asset and the assumption of a liability at a future 
date. While there is no effect upon the balance sheet at the 
closing date, the immediate future effect might be quite detri- 
mental in the event that items were received under contracts, 
when they were not needed at the time of receipt because of 
changed business conditions. The auditor, therefore, should ex- 
amine all futures contracts in order to determine the effect of 
the contracts upon the future finances of the business. He 
should abstract data from the contracts and place them in his 
working papers. If he finds that execution of the contracts 
will result in supplies or inventories in excess of reasonable 
needs, he should call attention to the situation in the report 
or append a footnote to the balance sheet. Likewise, when the 
auditor discovers sales contracts and orders for future delivery 
that might be canceled or that might result in sales at low fig- 
ures when market prices are rising, he should call attention to 
the situation. Contracts frequently exist for the purchase or 
construction of fixed assets; in such cases, a notation of the 
unpaid portion should be made on the balance sheet, as the 
effect in the near future will be a reduction of current assets 
if cash is used to settle the payments. 

Accounts Receivable Credit Balances 

Credit balances of accounts receivable are shown among the 
current liabilities and are audited at the same time as the ac- 
counts receivable. Credit balances of receivables are not set up 
in the current liability section of the general ledger and are 
not transferred to the accounts payable subsidiary ledger; they 
are simply segregated for balance sheet purposes. 

Accrued Liabilities 

Accrued liabilities or accrued expenses represent expense 
Items which are to be due and payable at some date subsequent 
to the balance sheet, but which are accruing during the period 
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under audit, thereby causing a portion of the total eventual 
liability to appear as a liability at the closing date. Liabilities 
of this nature commonly accrue on a time basis or a usage basis, 
although other bases do exist. Accrued liabilities are classed 
as current, because of their probable liquidation in the rela- 
tively near future. Bills rendered for unpaid services and mer- 
chandise are not to be confused with accrued expenses; the 
former represent accounts payable. If accrued expenses are 
not brought onto the records at the end of the accounting pe- 
riod, expenses and liabihties are understated. 

In auditing accrued liabilities, care and accuracy must be 
exercised along with reasonableness. In some cases the auditor 
is charged with the duty of preparing expense accruals, and in 
other cases he verifies the client’s computations. It is necessary 
at all times to produce accurate statements, but valuable time 
should not be wasted in checking small items wherein a dif- 
ference of a few cents or a few dollars will have no appreciable 
effect upon the statements. Small differences should not be 
adjusted. Frequently, accrued liabilities are estimated. The 
auditor refers to various records and documents for his original 
information concerning accruals. Some of the sources are the 
minute book for salary agreements; articles of copartnership for 
interest accruals on capital; expense records for the data con- 
cerning expense records which commonly accrue; contracts, 
notes, trust indentures for interest payable accruals; the voucher 
register entries made in the following period to see if any are 
accruable at the end of the preceding period; tax laws of the 
community. If, in former periods, accruals have not been 
brought into the records, then expenses are overstated for the 
first period in which accrual recognition is given; the change 
should be mentioned in the audit report, or the old accruals 
should be changed to surplus. The procedure for several ac- 
crued liabilities follow. 

Accrued Taxes . — ^Accrued federal and state income taxes 
are computed after the determination of the net profit for the 
year. The auditor must remember that the net profit as shown 
in the statement of profit and loss is not necessarily the taxable 
net profit. The accrual can be accurately determined, subject, 
of course, to review and approval by the agent of the Depart- 
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ment of Internal Revenue. Business concerns are rapidly turn- 
ing their tax matters over to the auditor, which means that 
the auditor must be better acquainted with tax procedure than 
at any rime m the past. In an initial engagement, the auditor 
should review copies of returns which have not been outlawed 
by the statute of limitations, and he should create reserves for 
possible additional tax assessments when necessary, or he should 
append a footnote to his balance sheet indicating the possible 
additional assessments. Excess profits taxes and undistributed 
profits taxes are computed in conjunction with the income tax. 

Accrued social security taxes, including those contributed 
by the employees, must be shown as a liability. The auditing 
procedure is to verify, by test, the mathematical correctness of 
the taxes and the accruals, using pay roll records and the per- 
sonal history records indicated under the law. 

Excise taxes are levied on the value of the item sold and 
should be accrued in accordance with the provisions of the 
revenue acts. 

Real estate and personal property taxes tend to remain fairly 
.stable, fluctuations in amounts being caused by changes in rates 
and assessment values. Reference to former tax bills and re- 
ceipts and an estimate of contemplated tax rate changes provide 
the data from which the tax liability may be estimated. 

Accrued Wages, Salaries and Commissions . — If the end 
of the pay period does not correspond with the closing date, 
wages, salaries, and commissions will have accrued. The ac- 
cruals may be estimated as a percentage of the total weekly, 
biweekly or monthly pay roll, or the pay roll records may 
be accurately accumulated to the end of the accounting period. 
Accrued commissions payable are verified from the accounts 
and from the reports of orders sent in by salesmen and from 
existing commissions schedules. Debit balances in commission 
accounts must be taken into consideration in arriving at the cor- 
rect accrual of the liability. The debit balances are not offset 
against the accrual, as many debit balances are ultimately 
written off to expense. 

Accrued Interest fay able. — Accrued interest payable is more 
efficiently verified when the principal obligation giving rise to 
the interest is audited. In accruing interest, the practice of 
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using the 360 day method is quite common. The auditor must 
examine by-laws and minutes for interest data on loans from 
officers and partners. He must also be familiar with interest 
provisions on overdue accounts payable and overdue taxes. Ac- 
crued interest may be analyzed as follows: 

Janaaiy i, 193A Balance . .. . $ 45600 

Interest Expense for Year 999.00 

1,455.00 

Interest Paid during Year 1,111.00 

(List here the interest-bearing obligations, their 
interest dates, payment periods and amounts) . 

December 31, 193 A Balance .$ 344.00 

(List here details of the accruals, for items, time 
and amounts) 

Accrued Royalties . — The practice of renting machinery is 
growing, and royalties or rental charges are usually based on a 
production basis or a time basis. Rental or lease agreements and 
production records must be examined to determine the correct- 
ness of the royalty accrued. For royalties on productions of 
books, music, manuscripts, and so on, sales records must be veri- 
fied and the royalty agreements checked for verification of the 
correct computation of the accruals. 

Miscellaneous Accruals . — Accruals also commonly result 
from such things as water, electricity, gas, accounting fees, 
legal fees, and others. A general examination of the expense 
accounts involved and an inquiry as to the existence of unre- 
corded amounts are usually sufficient for the average audit. 
Many of these items are not accrued because of their constant 
recurrence at approximately the same monthly or other pe- 
riodic level, which means that expenses are comparable for a 
year’s period, even though they are not accrued; however, if 
accruals are not set up, the balance sheet is inaccurate. 

Liability Certificate 

So that the auditor may adequately protect himself from 
criticism and so that he may protect creditors and stockholders, 
a certificate of liabilities should be obtained in which responsi- 
ble executives certify that liabilities shown in the balance sheet 
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constitutes all the liabilities of the company. Some auditors pre- 
fer that the certificate cover only accounts and notes payable; 
others prefer one certificate for all direct liabilities and another 
for contingent liabilities; others prefer that the certificate cover 
all liabilities. The lavSt-mentioned certificate is the best, as it is 
all-inclnsivc. The accountant must realize, however, that a lia- 
bility certificate does not relieve him of the responsibility to do 
everything possible to ascertain that all the liabilities are shown. 
A liability certificate is shown in the illustrative audit. 


QUESTIONS AND PROBLEMS 

1. In outline form, state the procedure that you will follow for a 
complete verification of notes payable. 

2. Of what value is the Interest Expense account in the audit of 
notes payable^ 

3. In an audit, how will you determine that notes payable are 
correctly stated? 

4 List as many different kinds of notes payable as you can. 

5. Your client asks your advice on the desirability of obtaining 
confirmation for his accounts payable and notes payable. What 
will guide you in your answer? 

6. During your audit of the X Company, you find that three notes 
receivable have been discounted. It is expected that note A 
will be paid at maturity. It is expected that note B might or 
might not be paid at maturity. It is expected that note C 
will not be met at maturity. How will you show notes A, B 
and C on your balance sheet^ 

7. The X Company is a subsidiary of the Y Company. The X 
Company had $450,000 of notes outstanding December 31, 
193A, due January 15, 193B. You start your audit of the X 
Company, February 19, 193B for the year ending December 
31, 193 A. You learn that the X Company has filed applica- 
tion to issue 1500,000 of common stock on January 15, 193B, 
the due date of the notes to the Y Company. On January 15, 
193B, permission had not been granted, but there is no doubt 
that the issue will be approved. On January 15, 193B, the 
X Company borrowed $200,000 from the Y Company and 
used $250,000 of its own total cash of $350,000 to pay off the 
$450,000 of notes payable. You are told that the Y Company 
will be given $200,000 of the new stock issue in payment for 
the $200,000 loan. Because of the proximity of the closing 
date to the note maturity date and because of your knowledge 
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of the situation, how should this liability be shown on the 
balance sheet at December 31, i93A^ Assume that permission 
to issue the stock was granted February 25, 193B, during your 
audit. 

8. During your audit of the Cooler Company, you find a debit in 
in the Notes Payable account and a credit m the Cash account 
of the same amount and date; you also obtain the canceled 
cheque supporting the payment, but you cannot locate the 
canceled note. What course will you pursue^ 

9. During an audit of the Universal Company, you find an entry 
charging Notes Payable and crediting Cash for $6,000. The 
entry is posted, but you cannot find an original credit to Notes 
Payable which might account for the $6,000 charge. All 
officers except the bookkeeper are away on vacation, and the 
bookkeeper knows nothing about the transaction. You ex- 
amined all vouchers, the notes register, the interest account, 
the accounts payable. You cannot locate the payee because 
of the illegible writing and indorsement on the cheque. No 
canceled notes are on hand. Owing to the absence of the 
officers, you cannot send out confirmation requests. What 
might be some of the possibilities which resulted in the debit 
to the Notes Payable account? 

10. Do you think that subsidiary accounts with creditors should 
be maintained when a voucher system is in operation, or do 
you think that such a subsidiary ledger constitutes a large 
amount of unnecessary work^ Support your position. 

11. In an audit, what procedure will you follow to determine that 
all accounts payable have been recorded? 

12. In outline form, state the procedure that you would follow 
for a complete verification of accounts or vouchers payable. 

13. The work of the auditors of the Silver Leaf Tea and Spice 
Company is composed of the annual audit for each year ending 
December 31 and of advisory and taxation work during the 
year. As work is done during the year, the auditors give the 
company a memorandum of the current cost of the work, but 
they have an understanding that the formal bill for payment of 
all work currently done during the year and for the annual 
audit is to be presented for payment at the conclusion of the 
annual audit, which is about March i of each year. The 
auditors discover that no liability is set up on the books of the 
company at the end of the year for the work done during the 
year. Do you think that a liability should be recorded as of 
the end of the year? 
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14 in auditing accounts payable, what debits and credits to the 
control other than cash debits and merchandise purchase credits 
would you particularly investigate^ 

15. {a) Why should long-standing credit balances in accounts 
payable be investigated by the auditor? {b) Why should debit 
balances in accounts payable be investigated by the auditor^ 

16. Name all possible sources of debit balances in accounts pay- 
able and indicate the adjustment necessary for each one. 

17. The Sull Company does not record expenses for services, sup- 
plies or materials until the bills are paid. It does not use a 
voucher register or a purchases journal but maintains expense 
distribution records which are charged for the proper amount 
when cash is credited. How can you be certain that all liabil- 
ities are recorded at the end of the year^ 

18. The Sawyer Company operates manufacturing branches in 
widely separated cities. The home office does all of the raw 
material and factory supply buying for the branches; the home 
office does not enter purchases until an approval for quantity 
and quality is received from the branch managers. At the end 
of each year, physical inventory counts are .sent to the home 
office by the branches, including all items received and on hand, 
managers’ approvals for purchases received toward the close of 
the year may not follow for several days. Flow could you be 
certain that all liabilities are included on the books of the home 
office as of the end of the year^ 

19 During your audit of the Hazen Company, you learn that a 
special boulevard assessment of $2,000 has been levied against 
the company, payable over a period of 10 years or in one lump 
sum, at the option of the company. The company has decided 
to pay on the 10 year basis but has not set up a liability for the 
entire amount due over the 10 years. Do you thinlc that the 
entire liability should be shown on the balance sheet and then 
be reduced by the annual payments, or do you think that the 
company is correct m charging each assessment to tax expense^ 

20. The X Company is involved in a patent infringment suit, and 
it appears that it may lose. You suggest to the president that a 
contingent liability be created for the possible amount of the 
contingency. The president will not listen to your suggestion, 
stating that if his balance sheet fell into the plaintiff’s hands, 
the latter might use it as evidence of acknowledgment of the 
loss of the law suit. What should be auditor then insist upon^ 

21. Many types of equipment used in the home and in industry are 
sold under long-time guarantees. What provision should the 
manufacturer make for the possibility of noncharge repairs and 
replacements during the guaranty period? 
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22. You are auditing the books of the Howe Company, which is 
the American subsidiary of the FIowe-Howe Corporation, Lim- 
ited of London, England. The Howe Company has $800,000 
of bills of exchange outstanding. Owing to the parent-sub- 
sidiary relationship, should the $800,000 be shown as a con- 
tingent liability on the balance sheet of the Howe Company^ 
Give reasons for your answer. 

23. The Young Company indorses the notes of its debtor com- 
panies whenever any of the latter request the accommodation. 
On December 31, 193 A, three accommodation indorsements 
totaled $800,000. How should this situation be shown on the 
balance sheet of the Young Company^ 

24. The Virginia Company indorses the notes of its debtor com- 
panies whenever the latter request the accommodation, taking 
as security for the indorsements, stocks and bonds of the debtor 
companies held as investments. The securities are taken on the 
basis of $120 of current market value at the time of the indorse- 
ment to $100 of indorsement. On December 31, 193 A, the 
Virginia Company holds security of a market value of $330,000 
against $300,000 of note indorsements. How should this situa- 
tion be shown on the balance sheet of the Virginia Company^ 

25. The auditors of the Textiles Manufacturing Company discover 
that purchase orders for delivery in the following year were 
placed in the last month of the fiscal year, which is the calendar 
year. The purchase contracts were not offset by sales con- 
tracts. Certain commitments were made in December, 193 A, 
and starting early in January, 193B, the raw material market 
for textiles declined drastically, which meant that the Textiles 
Manufacturing Company would in all probability suffer losses 
upon the sale of the finished products in 193B. The company 
does not want to show the probable loss on these commitments 
in Its 1 93 A statements and asks the auditors to omit the con- 
tingencies of the situation. The audit started February i, 193E, 
and was completed February 15, 193B. If you are the auditor, 
what course will you follow? 

26. The Camon Company, at the request of its employees, deducts 
an agreed amount from each pay cheque of thost employees 
wishmg to purchase capital stock of the corporation. ' As 
auditor, how will you verify these employee deposits preceding 
the full payment of the subscriptions^ 

27. The Flash Company issues its dividend cheques against its reg- 
ular commercial account. At the close of the year, $4,000 of 
dividend cheques are outstanding. Should the auditor: (a) set 
up a liability of $4,000 for dividends payable on the balance 
sheet, or (b) ignore the cheques? 
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28 If a dividend is a distribution of profits among the owners of 
a business, why should declared but unpaid dividends be shown 
as a liability on a balance sheet^ 

29 During your audit of the Commercial Company, you see ac- 
crued real estate taxes of $1,300 on the books at the close of 
the year. How will you satisfy yourself of the correctness of 
the fitrure^ 

D 

30 In an initial audit, why is the auditor interested in examining 
federal tax returns of preceding years? 

31. How will you verify uncashed bond coupons? 

32 Show how you will treat each of the following items in pre- 
paring a balance sheet as of December 31, 193A. 

{a) A note payable of $200,000, indorsed by the president of 
the company. 

{b) Notes receivable discounted August 10, 193A, and paid 
January 10, 193B, amounting to $50,000. 

{c) Dividends payable of $160,000, declared January 2, 193B. 

33 Design a liability certificate different from the one shown in 
the text. 



Chapter XVI 

FIXED LIABILITIES— DEFERRED LIABILITIES 


Fixed Liabilities, General 

Before the auditor can verify fixed liabilities, he must have a 
knowledge of corporation finance. A few important phases of 
corporation finance are discussed here. There are three com- 
monly used methods of financing a business. The first is the 
sale of capital stock; the second is the retention of profits in the 
business, which results in the accretion of assets, and the third 
is short term or long term borrowing, through the medium of 
the issuance of bonds, mortgages and notes. The auditing of 
long term indebtedness is considered first in this chapter. Fixed 
liabilities are items of long term indebtedness with a maturity 
date more than one year removed from the balance sheer date. 
Fixed liabilities are also known as the funded debt of a business. 
Current liabilities, or the floating debt, are obligations maturing 
within one year. 

Business organizations resort to long term borrowing for one 
of several reasons. First, the current debt of a company may be 
due or overdue, and because of the impossibility of converting 
merchandise and receivables, the current liabilities cannot be 
paid for some time. Long term notes, or mortgages or bonds are 
then issued and the proceeds used to liquidate the current debt. 
In many cases of this nature, the ultimate result is financial in- 
stability and resultant involvency. Second, borrowing may be 
advantageously promoted when a business is in need of addi- 
tional funds for a short period and does not wish to increase its 
permanent capitalization through stock issuance. In instances of 
this nature, the borrowing should take place only when the in- 
terest rate on the borrowed money is below the rate of profit 
realized upon the employment of the borrowed funds, thus leav- 
ing a profit upon the use of the loan. Last, the long term bor- 
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rowing of funds may be a cheaper method of financing than the 
issuance of stock; of course, bond interest is a fixed charge 
against earnings. In any case of fixed liabilities, the normal use 
of the funds so obtained theoretically is not for investment m 
current assets but rather for investment in fixed assets. The audi- 
tor will find that the funds are commonly put to any desired 
use and that the lender is protected by a mortgage upon the 
fixed assets already owned. Consequently, the auditor need not 
mention the uses of the borrowed funds unless specific agree- 
ments are violated. If borrowing is for construction purposes, 
It must be determined that the borrowed funds are used for pay- 
ment of the fixed property. 

Many accountants look upon fixed liabilities as a part of the 
permanent capitalization of a business, and in many instances the 
long term indebtedness is of as permanent nature as the capital 
stock issues. Many businesses plan not for the retirement of fixed 
liabilities but for their continuous renewal, which places the long 
term loans in practically the same class as stock issues as far as 
perpetuity of existence is concerned. Because of the legally en- 
forceable liability feamre of bonds, mortgages and notes, the 
auditor must insist that the fixed liabilities be segregated from 
net worth for balance sheet purposes. The legal and equitable 
interests of these two classes of capital contributions are widely 
divergent. 

Bonds Payable 

Bonds are issued for long periods of time and are used when 
large sums of money are desired. The amount of money desired 
is too large to be conveniently obtained from one credit source, 
with the result that the bonds are issued in denominations usually 
ranging from $100.00 to $1,000.00 each. In this manner, credit 
risks are distributed over a large number of people, who are 
protected in their loan by a mortgage against the real or per- 
sonal property pledged as security for the loan. 

The mortgage, in the case of bond issues, is known as a deed 
of trust, or trust indenture. The trust indenture is held by the 
trustee, usually a trust company, which acts as the representative 
of all of the bondholders and of the issuing company. The audi- 
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tor must understand the provisions of the trust indenture before 
auditing the bonds. 

The trustee, in the capacity of agent representing both the 
mortgagor and the mortgagee, must keep adequate records of 
all issues, of the holders of the bonds if the bonds are registered, 
of all exchanges between bondholders and of all cancellations 
and redemptions. In some cases, a dual trust arrangement is 
established, in which one trust company is appointed to act as 
legistrar and another company as transfer agent. The registrar 
determines that bonds are not overissued and attends to registra- 
tion details. The transfer agent is used only when registered 
bonds arc issued and attends to the issuance of new bonds for 
old ones The auditor must contact both the registrar and the 
transfer agent for the details of bonds issued. 

In the majority of cases, the stockholders must vote affirma- 
tively upon a proposed bond issue. In some instances, only the 
consent of the directors is required. In other cases, if there is an 
issue of both preferred and common stock, consent of the pre- 
ferred stockholders is required. These conditions depend upon 
the provisions of the corporate by-laws, which the auditor must 
examine and understand, and upon state laws. Most states set 
certain regulations as a minimum of control, and further restric- 
tions may be made by the stockholders. In some states, for ex- 
ample, an approval of t\^m thirds of the stockholders is required 
before a prior lien stock or a liability of a fixed nature can be 
floated. 

There are many types of bonds. A brief description is pre- 
sented of each class. First viortgage bonds are secured by real 
property and are a prior lien on the pledged assets. The trust 
indenture stipulates the bond percentage as opposed to the prop- 
erty values pledged. Limiting the bond issue to a certain per- 
centage of the value of the property protects the bondholder in 
the event of necessary liquidation, by giving him a margin of 
safety over the bond issue. Second and subsequent mortgage 
bonds are secondary liens on the same property pledged under 
the first mortgage. The equity in the pledged property is less in 
the second mortgage bonds than in the first mortgage bonds, and 
consequently the risk is greater than in the case of prior issues, 
with a resultant higher interest rate. When first mortgage bonds 
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are liquidated, the second mortgage issue becomes a first, although 
It retains its original name. Equipment trust bonds are issued 
with property other than land and buildings as security. 
Machinery, equipment or rolling stock is commonly used as 
security, with conditional title passed to the trustee. Collateral 
trust bonds are issued on the basis of investment stocks and bonds 
placed in the hands of the trustee as collateral for the bond issue. 
The collateral is returned upon the retirement of the bond issue. 
The trust indenture usually stipulates the market value of the 
securities that must be maintained by the borrower. Debe^iture 
bonds are not secured by property or collateral but are issued 
against the general credit of the corporation. Bondholders may 
take legal action in conformity with the trust indenture in the 
event of nonpayment of interest. Income bonds^ like debentures, 
are issued against the general credit of the corporation, but the 
payment of the interest is contingent upon its being earned. 
Amiiuty bonds are issued so that they are retired at a stipulated 
annual amount, by setting aside a certain regular sum, which in- 
cludes both interest and principal. Any of the aforementioned 
types may be issued on the basis of being payable at one matur- 
ity date, or they may be issued to be retired serially. 

Bonds may be (i) coupon or (2) registered. Registered bonds 
may be {a) registered as to principal and interest or {b) regis- 
tered as to principal only. Unregistered coupon bonds are nego- 
tiable by transfer. Registered bonds are registered on the books 
of the trustee in the name of the owner and are transferable upon 
indorsement. All transfers are registered on the books of the 
registrar and the transfer agent, if both are employed. If the 
bonds are registered as to principal only, interest is paid by cash- 
ing the coupons; if the bonds are registered as to principal and 
interest, interest cheques are mailed to the registered owner. 


The Trust Indenture 

On a first audit, the trust indenture should be carefully 
studied and the provisions of the deed fully noted on working 
papers which are permanently preserved for future reference, or 
a copy of the indenture may be incorporated in the working 
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papers. Important points for the auditor, to be found in the 
majority of trust indentures, are: 


1. The total amount of the bond issue authorized. 

2. The amount of the bonds to be issued. This may be limited 
to a certain percentage of the cost or present market value 
of the pledged property. 

3. The date of the issue, 

4. The maturity date of the issue. 

5. Interest dates. 

6. Interest rates. 

7. The restrictions imposed upon the corporation respecting 
the maintenance of the condition of the property, insurance 
requirements and tax requirements. 

8. The provisions for retirement before maturity and the 
prices at which the bonds may be redeemed; determination 
of which bonds may be called for retirement; the notice 
requirements to bondholders before the bonds are called for 
retirement. 

9. The provisions for conversion of the bonds into capital 
stock of the issuing company. 

10. A description of the property pledged as security for the 
loan or a description of the collateral in the event of col- 
lateral bonds. 

1 1 . The sinking fund provisions, including such things as the 
annual contributions, either of a flat amount or as a per- 
centage of removed resource value for wasting assets; the 
provisions for interest on sinking fund assets; the provisions 
for the addition or nonaddition to the fund of interest on 
issued bonds bought for the sinking fund. 

12. Guaranty provisions for the payment of interest or prin- 
cipal, or both, including the names of the guarantors. 

13. Provisions for such things as {a) current ratio maintenance 
and {b) the proportion of bonds to capital stock at any one 
time. Bond issues are frequently limited to two or three 
times the total stock issued. 

14. Provisions concerning the use of the money derived from 
the bond issue. The use of the proceeds may or may not be 
limited to the purchase of new assets, refunding, retiring 
current debt, and so on. 

15. The name of the trustee. 

16. The trustee’s duties, liability, responsibility. 

17* Provisions foi the removal of a trustee and the appoint- 
ment of another. 
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18, The duties of the trustee in the e\rent of the default of 
interest by the corporation. These duties are m conformity 
with the provisions for elapsed periods after interest is not 
paid, the percentage of bondholders, say 25 per cent, re- 
quired to advise the trustee to institute foi'eclosure pro- 
ceedings. 

The auditor must be certain that the provisions of the trust 
indenture are being fulfilled, and any neglect or violation of the 
provisions should be mentioned in the audit report. In cases in- 
volving interpretation of trust deed clauses, the auditor should 
confer with the company’s attorneys and not attempt to inter- 
pret legal provisions for which he is not adequately prepared. 

Trust indentures are lengthy, sometimes covering more than 
a hundred pages. Important accounting data, extracted from a 
trust indenture, are shown here to familiarize the student with 
the normal arrangement and phrasing of the statement. 

LOUISVILLE MANUFACTURING COMPANY 

Selected Excerpts from the Trust Indenture Securing 
First Mortgage Bonds 

Parties: ( i ) Louisville Manufacturing Company, Louisville, 
Kentucky, and (2) the Union Trust Company, Louisville, Kentucky, 
Trustee. 

Authorization: $7,000,000. 

Date of Issue: May 16, 1939. 

Maturity Date: May 15, 1989. 

Interest Rate: Five (5) per cent, annually. 

Interest Payable: Semiannually, on May 15 and November 15, 
at the offices of the Union Trust Company, Louisville, Kentucky* 

Sinking Fund Provisions: The Louisville Manufacturing Com- 
pany covenants with the Trustee for the benefit of the Trustee and 
the holders of the bonds, for such period of time that any of the 
bonds are outstanding, that it will pay to the trustee on the 15th day 
of May and November of each year, beginning on May 15, 1949, a 
sum of money equal to 2 14 per cent of the aggregate principal 
amount of bonds at any time issued prior to the payment date; the 
money so accumulated will constitute a sinking fund to be used for 
the payment of the bonds. At its discretion, the Trustee shall 
invest the sinking fund money in the bonds of the Company, at 
prices not to exceed the redemption price at the next interest date. 
The Trustee may advertise for bonds to be redeemed, the advertise- 
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ments to appear in newspapers selected by the Trustee, the number 
of newspapers being limited to six, and each advertisement to appear 
only once. If bonds cannot be obtained at prices not in excess of 
the redemption price at the next interest date, within 6o days from 
the appearance of the advertisements, and if the money in the sink- 
ing fund exceeds $50,000 the Company may call as many of the 
bonds for redemption at the next succeeding interest date as the 
Trustee shall deem sufficient to exhaust the sinking fund Bonds 
purchased and redeemed shall be canceled 

Redemption of Bonds: Anv one of the bonds, or the entire 
issue of the bonds, mav be redeemed on any interest date preceding 
maturity by complying with the requirements following* 

1. The Company shall notify the Trustee in writing of its re- 
demption intentions, and the interest date of redemption, 
and of the amount of bonds to be redeemed. The interest 
date must precede the notice of redemption by at least 60 
days. 

2. The Trustee shall determine by lot the bonds to be redeemed, 
and the Company shall notify the holders of the bonds, either 
by direct mail contact or by the publication of notice m 
appropriate newspapers 

3. The amount necessary to redeem the bonds and the accrued 
interest thereon shall be paid to the Trustee by the Com- 
pany at a date preceding redemption date. 

4. Upon the presentation of the bond at the offices of the 
Trustee, with all unmatured coupons attached to the bond, 
the bondholder shall receive (/) the principal of the bond, 
{2) accrued interest to date, (5) a premium in conformity 
with the following: 

If any bond or bonds are redeemed prior to May 16, 
1940, the premium shall be 94/5 per cent. After May 
16, 1940, the premium shall decrease by i/io per cent 
each interest period, until maturity date, when the bonds 
are redeemable at par. 

Ope?! Market Purchases of Bonds: If the open market price of 
the bonds is lower than the redemption price, the Trustee or the 
Company may purchase such bonds for redemption, at their dis- 
cretion. 

Sale of the Mo 7 tgaged Property or Any of Its Pans: If the 
Company is not in default as to sinking fund payments, principal 
payments, or interest payments, it may sell any of the mortgaged 
property. The pi*oceeds of the sale shall be turned over to the 
Trustee who will release the property sold. A statement, signed 
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by the four principal officers of the company, must be furnished to 
the Trustee, to the effect that the property sold is no longer useful 
in the conduct of the Company’s business and that the price ob- 
tained IS fair If the Company purchases new property to replace 
the property sold, the Trustee, upon receipt of a statement to that 
effect, shall return the proceeds of the sale to the Company, to the 
extent that the proceeds of the sale equal the cost of the new prop- 
erty. If the cost of the new property is less than the proceeds of the 
sale of the old, the Trustee shall retain the excess and use it for bond 
redemption and cancellation purposes. 

Tax Frovisions: All taxes on the mortgaged property are to be 
paid by the Company when due. 

Insurance: All properties covered by this Trust Indenture are 
to be kept fully insured by the Company, and all insurance policies 
are to be retained by the TTrustee. 

Working Capital: The net working capital of the Company, 
that is, the excess of the current assets over the current liabilities, 
must be maintained at least at 40 per cent of the bonds outstanding 
at any one time. 

Auditing Procedure for Bonds Payable 

The auditor must verify the receipt of the proceeds of a 
bond issue, through the issuing company’s records. In succeed- 
ing audits, he requests a statement from the trustee showing: 

1. The balance of the bonds outstanding at the beginning of 
the period. 

2. The bonds issued during the year. 

3. The bonds retired during the year. 

4. The balance of the bonds outstanding at the end of the year, 

5. The beginning balance, additions, deductions and ending bal- 
ance and composition of the sinking fund, and a statement 
of any cash held, but not in the sinking fund, and a statement 
as to the accrued interest at the balance sheet date. 

Frequently the balance of the bonds outstanding according to 
the trustee is not in agreement with the accounts according to 
the client. Investigation usually proves that the last statement 
of the trustee has not been recorded on the books or that the 
corporation has bought its own bonds and held them and before 
cancellation wrongly charged bonds payable instead of treasury 
bonds; therefore the auditor must reconcile all differences and 
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prepare the necessary adjustments on Ins working papers when 
the bond accounts are analyzed in accordance with the afore- 
mentioned data. All debits and credits in the bond accounts 
must be completely verified for the period under review. If a 
trustee is employed, his periodic reports serve as the data to be 
used. If there is no trustee, the vouchers and cash receipts and 
other records of the company constitute the data for verification 
purposes. 

If there is no trustee, the auditor may ask registered bond- 
holders for confirmations of their holdings, which he checks 
against the corporation’s record of its bondholders. The prac- 
tice is not recommended as generally worth while, as it is almost 
impossible to obtain loo per cent confirmation. Also, if the pro- 
ceeds of the issue are accounted for, it is easy to determine an 
understatement of the liability. Confirmations should be re- 
quested only in the event of suspicion. Confirmations cannot be 
obtained for unregistered bonds. 

When registered bonds are outstanding, the auditor should 
examine the bondholders’ records and see that they agree with 
the amount outstanding according to the trustee’s statement and 
according to the Bonds Payable general ledger controlling 
account. 

If bonds redeemed by the trustee are held by him as an in- 
vestment (which he may sell later), the bonds so held should be 
shown as an asset. Bonds of this nature are kept alive, and in- 
terest usually is paid on them. 

If redeemed bonds are not held as an investment, the auditor 
must see that they are canceled, or, if the trustee has destroyed 
them, he should see the cremation certificate or obtain a state- 
ment from the trustee to the effect that they are destroyed. If 
redeemed bonds are not canceled or destroyed, there is always 
the possibility of issuing them again and misappropriating the 
proceeds, or violating the trust indenture. If a sinking fund is 
not in existence, the evidence of the retirement is in the cash 
records and in the inspection of the retired bonds. Coupons on 
retired bonds must be accounted for. If the bonds are retired 
through a refunding issue, the auditing procedure is the same as 
though cash were paid, the new bonds being substituted for cash. 

When bonds are redeemed, profit or loss on redemption must 
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be treated as a profit or as an expense, and the auditor must 
verify its proper disposal. He must also determine that the un- 
amortized premiums and discounts are eliminated. The provi- 
sions of the federal income tax laws should be followed for 
taxable gains and allowable deductions. Verification is made of 
all entries in the unamortized premium and discount accounts to 
determine that proper amortization is being taken each interest 
period. 

The interest expense for each period is computed and veri- 
fied against the records of the company. Interest expense analy- 
sis is a good indication of the correctness of the bond liability. 
The amount of coupons cashed is determined, and the remain- 
ing uncashed interest is retained in the Interest Payable account. 
Cashed coupons should be mutilated to avoid representation. 

Accrued interest at the end of the period should be calcu- 
lated and set up as an expense and as a liability. In the majority 
of cases, interest is deposited with the trustee for the amount 
due each interest period. The trustee, after disbursing the de- 
posited cash, returns the cashed coupons to the issuing company. 

The expenses of the trustee are verified by examination of 
the trustee’s report. These expenses are current expenses of the 
issuing corporation, and the auditor must determine that they are 
correctly recorded as such. 

Treasury Bonds . — ^Treasury bonds are those issued and later 
reacquired by the borrowing corporation. If the bonds are held 
in the treasury, they should be examined and listed on the rec- 
ords and in the balance sheet as treasury bonds. If treasury bonds 
are given as collateral for loans, confirmation of the bonds should 
be obtained from the creditor. Treasury bonds should be evalu- 
ated in conformity with the intention of the company with re- 
spect to the intention of retiring them; they are carried at par, 
and the unamortized premium or discount accounts are adjusted 
at the time of acquisition. At balance sheet dates, treasury bonds 
bought for retirement should be deducted from the bonds out- 
standing on the liability side of the balance sheet. If the bonds 
are acquired with the intention of reselling them, they should be 
carried at par also, and consequently should be shown as deduc- 
tions on the balance sheet; however, they may be carried as assets 
in the accounts. At the present time, it is rather difficult to dis- 
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pose of treasury bonds, owing to Security and Exchange Com- 
mission rulings. Interest is paid on treasury bonds in some cases, 
and is not paid in other instances; however, it should not be paid. 
If interest is paid on treasury bonds, a credit to Interest Income 
is created, and the auditor must see that the net interest expense 
is correctly stated. The auditor must take the Treasury Bond 
account balance at the beginning of the year, verify all debits 
for bonds purchased and verify all credits which usually will be 
for bonds given to the trustee for cancellation. The result is the 
balance of the treasury bonds on hand at the balance sheet date. 
There should be in the minutes of the directors’ meetings an 
authorization for each purchase and sale of treasury bonds. By 
comparing the increases and decreases in the Treasury Bond 
account with his excerpts from the minutes, the auditor may 
detect any irregularities in the handling of treasury bonds. 

Sinking Funds . — Sinking funds may be voluntary or may be 
one of the requirements of the trust indenture. If a sinking fund 
is in operation, a detailed schedule is prepared showing the 
charges, credits and balance of the sinking fund, and if the sink- 
ing fund is not in the hands of a sinking fund trustee, a com- 
plete verification is made of each transaction. The auditor must 
determine the accuracy of the periodic contributions to the sink- 
ing fund, must be certain that the sinking fund is adequate, must 
see that the provisions are being met and must be familiar with 
the terms of the sinking fund contract. Estimates of necessary 
sinking fund contributions are made at the time the sinking fund 
is started. These estimates seldom are accurate when actual in- 
terest and contributions are accumulated, thus leaving a defi- 
ciency or an excess in the fund. If a deficiency exists, it must be 
covered by additional contributions so that the fund is not below 
its theoretically computed amount at the end of any period. 
Sinking fund assets are composed of stocks, bonds, cash and ac- 
crued interest. The bonds in the fund may be those of other 
corporations and governmental units, or they may be the bonds 
of the issuing corporation bought in conformity with the pro- 
visions of the trust indenture. If a sinking fund trustee is not 
used, the auditor inspects the sinking fund assets, and if a trustee 
exists, confirmation is obtained from him. In the majority of 
cases, interest on sinking fund assets is added to the fund. Bonds 
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of the issuing company, held as sinking fund assets, should be 
evaluated at par, if a sinking fund trustee is not used, and 
deducted from the bonds outstanding, in the same manner as 
treasury bonds. If the bonds are in the hands of a sinking fund 
trustee, the issuing company has no control over them, and the 
sinking fund trustee should evaluate them at cost, with the proper 
amortization of premium and discount. If the sinking fund is 
not held by a trustee, discounts and premiums on the issuing 
company’s bonds purchased for the sinking fund should be cred- 
ited or debited to the proper profit and loss account just as is 
done when the bonds are retired. 

The answer from the trustee, coming in response to a request 
for confirmation of the bonded indebtedness, retirements and 
sinking fund contributions, might take the follovdng form. 


FIFTH TRUST COMPANY 

CINCINNATI. OHIO 

January 14, 1939. 

Emly and Early, 

S West Fourth Street, 

Cinminati, Ohio. 

Gentlemen: 

In accordance with your request for information concerning 
the 5% first mortgage bond issue of the Kieth Company, we 
hereby certify to the following data, taken from our records 
as of December 31, 1938. 


Original Issue $1,200,000.00 

Retirements ... 280,000.00 

Outstanding, December 31, 1938 ... .$ 920,000.00 

Sinking Fund Balance .... o 

Treasury Bonds . . . o 

Redemption Fund Balance o 

Uncashed Coupons o 


Very truly yours, 

John Ellis, 
Trust Officer 


Form 21 — Certificate from Trustee 
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Bonds in the Balance Sheet . — Bonds are carried at par in the 
liability accounts, and proper premium or discount accounts are 
also carried and shown as deferred charges or deferred credits. 
If a trustee is not employed, sinking fund bonds of the issuing 
company, retired bonds if they are canceled and treasury bonds 
if they are or are not kept alive should be deducted at par from 
the total amount issued in order to show the net liability. Treas- 
ury bonds kept alive for resale are shown as assets in the major- 
ity of cases, but they should be shown as deductions from the 
liability because the liability to be liquidated has been reduced 
by the acquisition of the bonds, in spite of intentions which, at 
the balance sheet date, are not fulfilled. A balance sheet should 
show conditions and not expectations. 

The question of treating matured bonds as current or fixed 
liabilities is not of great importance as long as maturity dates are 
shown on the balance sheet. It is the better practice to move 
obligations maturing within one year into the current liability 
classification only when no provision for repayment (as a sink- 
ing fund) or refunding has been made. To move maturing 
bonds into the current liability section upsets the current ratio, 
even if the corresponding sinking fund is likewise moved. In- 
terest rates on all bonded indebtedness should be written into 
the balance sheet. 

Working papers for bonds payable are shown in the illus- 
trative audit. 

Mortgages Payable 

A mortgage is a conditional transfer of title to prop- 
erty, and it states that the transfer is void if the mortgage is 
paid. The debt under the mortgage is evidenced by the 
execution of a note by the mortgagor which is held by the 
mortgagee until final liquidation. The lien on the property, that 
is, the mortgage, is security for the loan. Mortgage notes stipu- 
late the periodic interest payments and also principal payments 
if the mortgage is to be paid on an installment basis. Mortgages 
are of two general classes: (i) real estate mortgages, and 
(2) chattel mortgages. Of the two, real estate mortgages are the 
more prevalent. Chattel mortgages are commonly payable in 
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installments, while real estate mortgages are payable both in in- 
stallments and in total at maturity. Mortgages are issued for the 
same reasons as those applicable to the issuance of bonds, noted 
earlier in this chapter. There are two points of importance in 
connection with the audit of mortgages payable. First, the prop- 
erty or money received for the mortgage must be accounted for 
by the mortgagor. Second, the amount due at the closing date 
must be correct. The auditor must be certain that all mortgages 
are legal obligations of the client and have been negotiated for 
money or property received. Mortgages arise from such sources 
as (i) a loan, (2) a purchase of property unencumbered and 
(3) a purchase of property upon which there existed a mortgage, 
which mortgage is assumed by the new owner. 


Auditing Procedure for Mortgages Payable 

To audit mortgages payable, the auditor should observe the 
following procedure. 

A list of the mortgages payable is obtained from the proper 
official of the company, and each mortgage on the list is checked 
against the subsidiary account and to the controlling account for 
mortgages payable. The cash receipts records must be watched 
for evidences of unentered mortgages. In an initial audit, the 
minute book and all contracts must be examined. In a repeat en- 
gagement, only the minute book and all contracts for the year 
under review must be examined. 

All credits to the mortgages payable accounts are verified 
for the year under review, and the nature or purpose of each 
credit must be understood. Property and cash received for the 
mortgage given is traced to the accounts. If property, and not 
cash, is obtained by the mortgage, all purchase contracts for 
fixed assets are examined. If an old debt is discharged by the 
mortgage, the auditor must be certain that the old debt is 
legitimate. 

All charges to the mortgages accounts during the year are 
verified in detail, and all interest payments are checked and veri- 
fied for accuracy. Receipts, voucher records and canceled 
cheques are examined for these data. 
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If the mortgages are large, the auditor must obtain confirma- 
tion by correspondence with the mortgagee, requesting the 
amount of the mortgage, interest rate, interest dates and matu- 
rity dates. Installment agreements should also be verified. The 
responses are checked against the auditor’s list of mortgages. 
If the mortgages are small, confirmations are not ordinarily 
obtained. 

Payments on mortgage principal should be recorded on the 
public records, in order to reduce the lien on the property. Pub- 
lic record inspection is usually the work of the lawyer. The rea- 
son for insisting upon principal payments being recorded is that 
if a third party acquires the mortgage and pays the original face 
value for it, the mortgagor can be held for that amount by the 
third party M’ho was innocent of the knowledge of partial prin- 
cipal payments. 

The auditor must compute or check the accrued interest at 
the end of the period and should verify interest payments dur- 
ing the year. Interest payments are verified to see that they are 
correct and also to trace evidence of unrecorded liens. 

Working papers for mortgages may assume a variety of 
forms. One suggestion is shown in Form 22. 

In the balance sheet, mortgages should be shown as first, 
second and chattel mortgages. Each mortgage should be shown 
at its net payable amount, and a supporting schedule should be 
prepared showing details of gross amount, payments, net 
amount due, interest rates and property pledged. Mortgages 
may be current or fixed, depending upon their maturity dates. 
Assets pledged as security for a mortgage should be so indicated 
on the asset side of a balance sheet. 

During the review, the auditor should be certain that mort- 
gaged property is properly and adequately insured and that all 
requirements placed on the mortgagor with respect to insurance, 
maintenance and taxes are being fulfilled. Some mortgages state 
that if interest payments or principal installment payments are 
not met when due, the balance of the mortgage is immediately 
due. Notations of such features should be made on the working 
papers. 
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Long Term Notes Payable 

Long term notes fall due after one year. They may be ana- 
lyzed on the working papers along with current notes payable 
and annotated to indicate their life, or they may be separately 
analyzed and the working papers filed with the fixed liability 
papers. If the long term notes are for the purchase of fixed 
assets, as probably will be the case, they most certainly sliould 
be separated from notes due trade creditors, whether long term 
or short term notes. Installment contracts are examined to ob- 
tain data relative to purchase price, installments and interest, 
the fixed asset accounts are examined to see that the accounts are 
charged at full contract price and not at the amount paid to date. 
Most installment contracts provide for the retention of title by 
the seller until the notes are paid; even so, the assets should be 
recorded at full value on the books of the buyer. Payments made 
on the notes should be verified in the usual manner, by canceled 
cheque, voucher and book record examination. Notes paid in 
full should be on hand and cancelled to prevent reissuance; these 
notes should be examined by the auditor. Confirmations may be 
obtained from holders of notes, and when this is done, the con- 
firmations are checked against the balances according to the 
records. 

Deferred Liabilities 

Deferred liabilities, deferred credits, deferred income and 
deferred credits to income are identical in meaning, namely, that 
income has been received before it is earned. As a consequence, 
the unearned portion of the income is treated so that the income 
is deferred and so that a liability is shown at the balance sheet 
date. When the income has been earned, the liability no longer 
exists, and a transfer is made to the proper income account. The 
objective of the auditor is twofold: (i) to see that deferred 
credits are correct, and (2) to see that income is allotted to the 
period in which it is earned. 

Deferred credits represent a liability for service to be per- 
formed in the future or for merchandise to be delivered in the 
future, in contrast to current liabilities which represent a pay- 
ment of cash at the future date. Deferred credits are not due at 
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the balance sheet date. The auditor must familiarize himself with 
the class of account credited upon receipt of the advance earn- 
ing, so that he may correctly determine the earned and unearned 
portions. 

Commonly found deferred credits are: 

I. Deferred bond premiums. 

2 Collection in advance on contracts 

3. Collection in advance on sales. 

4. Deferred income from: (a) tickets, (b) coupons, (c) rent, 
(d) subscriptions, (e) interest. 

5. DefeiTcd gross profit on installment sales. 

De-^ erred Bond Brenmim . — Premiums received upon the dis- 
position of bonds should be prorated over the life of the bonds 
as a credit to bond interest. The client may use either the scien- 
tific or the straight line method of amortization. The auditor 
must verify annual earnings from this source and see that they 
are taken into current income at the correct figure. Some con- 
cerns follow the policy of charging issuing expenses against the 
premium account, in which case the annual income will be 
lessened. When bonds originally sold at a premium are retired 
at a date preceding maturity, the imamortized premium should 
be taken into income in the year of retirement. Premiums on 
bonds are not treated as premiums on capital stock issues are; 
the latter are not amortized because the stock is not issued for a 
definite period of time, and the calculation of interest rates does 
not enter into the situation. 

Collection in Advance on Contracts.— CoWtction in advance 
on contracts wherein no work has been performed results in a 
deferred credit which is verified by referring to the contracts 
and the cash received under the contracts. When collections are 
received on partially completed contracts, the question imme- 
diately arises: Has the total collection been earned, in which case 
a deferred credit does not exist; or has only a part of the collec- 
tion been earned, leaving an unearned portion, or has nothing 
been earned, resulting in the total amount received being de- 
ferred? The answer to this question logically results in showing 
an amount as a deferred credit or in showing an amount as a 
current liability; or, if the amount expended exceeds the amount 
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received, then no credit exists, as the liability has been fulfilled. 
If amounts spent for material, labor and overhead for a contract 
are included as receivables in the current assets of the balance 
sheet, then the collections should not be shown as deferred cred- 
its but as current liabilities, so that performance for the produc- 
tion of income may not be misleading. The auditor must 
analyze each contract, establishing the unearned and earned por- 
tions, and show the unearned portions received as deferred 
credits. If a loss has been incurred and if the amounts spent on 
construction are shown as a current asset, then the deferred 
credits account should be removed by a debit to the deferred 
account and a credit to the receivable. 

Collection in Advance on Sales . — Sales for future delivery, 
like collections on contracts for construction, are treated as cur- 
rent liabilities if the materials to be delivered are included in cur- 
rent assets. Normally, this is not the case, and a deferred credit 
to income exists. Contracts and correspondence must be exam- 
ined, inquiry must be made of sales arrangements, and accounts 
receivable must be watchedforcredit entries which precede debit 
entries. 

Tickets and Coupons . — Most tickets and coupons arc easily 
negotiable, and the auditor should insist upon a procedure which 
mutilates presented tickets and coupons, so that they cannot be 
resubmitted for collection. Ail moneys collected in advance 
should be shown as a deferred credit. If a record of tickets sold 
is available, it must be verified to ascertain the amount of money 
or accounts receivable incurred; tickets used and on hand repre- 
sent the income for the period, and when subtracted from the 
total amount sold result in the income received but not earned. 
Naturally, if tickets and coupons are loosely handled, the detail 
of the auditor’s verification is much greater than if a good system 
of accounting for them is in existence. The amount of detailed 
work in this respect, as for most deferred liabilities, should be 
discussed with the client in advance of the engagement. If the 
method of accounting for income from these sources is unsatis- 
factory, the situation should be discussed in the audit report. 
Deferred credits for tickets and coupons and similar items usu- 
ally have a tendency to grow, caused by a normal amount of 
loss and a normal amount of items which the purchaser or re- 
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ceiver will never present for service or merchandise. The audi- 
tor must be reasonable in this direction, and, m the light of a 
normal percentage of claims and redemptions over several peri- 
ods, he is able to estimate quite accurately the amounts that in 
all probability will remain unredeemed and transfer them to in- 
come, thereby reducing the deferred liability accounts. Con- 
cerns crediting an amount to deferred income for premiums 
given when a sale is made have a much greater amount of unre- 
deemed tickets and coupons than do amusement compames or 
traction or bus companies, for instance. Over a period of time, 
the amounts outstanding at the end of a period should bear a 
rather constant percentage relationship to the number of tickets 
or coupons sold or given away. 

Re 7 it . — ^Rent received in advance is verified by determina- 
tion of the rental period and by analyzing each Rent Income or 
Deferred Rent account, in order to determine the amount ap- 
plicable to future periods. 

Subscriptions . — Subscriptions are received primarily by pub- 
lishing houses dealing in periodicals. The auditor should test the 
subscription records or the accounts with the individual sub- 
scribers to determine the earned and the unearned portions of 
the received subscriptions. 

Interest . — Deferred interest income is not of much impor- 
tance to the majority of businesses but is an extremely important 
item to loan companies and to banks. The period of the loan 
must be determined to see that the creditor has correctly allo- 
cated income earned and received on the loans made during the 
year which are repayable at some date after the date of the 
balance sheet. Banks normally charge interest on the basis of 
a 360 day year, which has the effect of raising the effective rate 
of interest over the nominal rate. 

Deferred Gross Profit on Instalhnent Sales . — Dealers selling 
on the installment plan may elect to carry forward as a deferred 
credit the profit on the uncollected portion of the sales made 
in any one period. This is desirable because of the possibility 
of large amounts of uncollectible installment accounts receiv- 
able. In the year in which collection is made, the gross profit 
percentage figure for the year in which the sale was made is 
applied to the collections and the deferred credit transferred 
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out of the Deferred Gross Profit on Installment Sales account to 
the correct current profit and loss account. 


QUESTIONS AND PROBLEMS 

1. Why is it necessary to examine a trust indenture and extract 
data from it^ 

2. List the steps that you will follow in a verification of bonds 
payable. 

3. You are instructed to verify the charges to the Bonds Payable 
account for all bonds retired during the current year. Whzt 
information do you want in support of the debits^ 

4. How will you show the treasury bonds of a company in the 
balance sheet^ 

5. A trust indenture states that “of the proceeds from this bond 
issue, 90 per cent of such proceeds shall be used for the pur- 
chase of additional land and the erection of a new building, and 
10 per cent shall be used for working capital requirements.” 
Daring your audit of the issuing company, you discover that 
75 per cent of the proceeds were used for capital construction 
and 25 per cent went for working capital. What action, if 
any, will you rake> 

6. As an auditor, why will you examine* (a) redeemed interest 
coupons, (b) canceled bonds> 

7. The Lawrence Corporation bought for retirement $700,000 of 
Its 6 per cent debentures for $560,000. The bonds originally 
were issued at 90. The company calls upon you to answer the 
following questions: 

(a) What disposition should be made of the unamortized 
bond discount? 

(b) May the 10 point saving on the bond purchase be closed 
to surplus^ 

(c) May the saving be used to pay dividends? 

8. How Will you verify the amount due as a current liability for 
uncashed bond interest coupons? 

9. Your client receives the following statement from the bond 
trustee, for the year ending December 31, 193A: 


Trustee Expenses | 468.00 

Interest Paid 9,200.00 

Interest Accrued 800.00 


$10,468.00 


Payments Received by the Trustee from the Company dur- 
ing the year $10,000.00 
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Prepare the entries on the books of the client to take up the 
information contained in the trustee’s report. 

10. Ten years ago, the Savannah Company issued $5,000,000 of 
40 year, 5 per cent first mortgage bonds at 95. During the 
last 10 years, the company has followed the policy of writing 
off 2 Yz per cent of the bond discount each year. During the 
current year, the company bought $1,000,000 of the bonds at 
90, retired and canceled them. The accounts of the company 
show the $100,000 discount as a profit for the year. What 
should be the correct entry? 

11. On July I, 1 93 A, the Original Manufacturing Company sold 
one hundred $1,000, 10 year, 6 per cent, first mortgage bonds 
to the Oineda Investment Company at 94. Early in January, 
193B, you start your audit of the Original Manufacturing Com- 
pany, and after examining the trust indenture, you start to trace 
the proceeds of the bond issue. The following entry is given on 
the books for the sale of the bonds* 

Cash 94,000.00 

Interest Expense ... 6,000.00 

Bonds Payable 100,000.00 

Correct the entry and also show the amortization entry as of 
December 31, 193A, asuming that to be the interest date and 
that amortization is on a straight line basis. 

12. From the following data extracted from the books of the 
Keen Company, show how you will portray the information 
on a balance sheet. 

July 20, 193A. Bonds authorized, first mortgage, 5 per 
cent, 20 years, $5,000,000. 

August I, 193A. Bonds sold to the Investment Trust Com- 
pany, $4,000,000. 

March 10, 193B. Purchased bonds to be held alive in the 
treasury, $200,000. 

July 18, 193B. Took the bonds purchased March 10 and 
also $300,000 of unissued bonds to the Second National Bank 
and borrowed $375,000, using the bonds as collateral for the 
loan. 

13. The Supercities Utility Company has the following bond issues 
outstanding at December 31, 1938: 

Series I — $15,000,000, 6 per cent, due January i, 1961. 

Callable at 105 until January r, i946,^and there- 
after at 103. 
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Scries II — $30,000,000, 5 per cent, due January i, 1971. 

Callable at 104 until January i, 1951, and theie- 
aftcr at 102. 

The company has been planning to refund both issues by issuing 
$50,000,000 of 4 per cent bonds, due January i, 1971. The 
bonds are to be issued at 96. The original issue of Scries I was 
$20,000,000, and $5,000,000 had been purchased and retired bv 
the sinking fund trustee, in accordance with the provisions 
of the trust indenture. On January i, 1939 there is no money in 
the sinking fund, owing to previous purchases of the Series I 
bonds. Assuming that the refunding operation is to be effective 
January i, 1939, what is the total saving effected by the opera- 
tion> Assume that there are to be no more calls until maturity. 

14. How is a reserve for sinking fund established^ What dis- 
position is made of it^ 

15. In any audit, what procedure could you follow in order to 
feel assured that the client’s assets were not subject to iiioit- 
gage^^ 

16. In a balance sheet, how w'ill voii show mortgaged property^ 

17. When will second mortgages on real estate normally be found 
as liabilities^ 

18. In your audit of the Sitsin Company for the year ending De- 
cember 31, 193A, you found a mortgage payable of $40,000 
^ oil verified the existence of this mortgage by correspondence 
with the mortgagee and an inspection of the county recorder’s 
records. In your audit for the year ending December 3 1, 193A, 
you discovered that during 193 A, $10,000 had been paid on the 
mortgage. You examined the receipt from the mortgagee, the 
voucher and the canceled cheque for payment and traced 
the entry to the debit of the Mortgages Payable account. Then 
you prepared a balance sheet, showing the mortgage at $30,000, 
and you certified your statement. Did you proceed correctly, 
or did you overlook anything^ 

19 The Racely Department Store sells merchandise orders to 
Christmas shoppers. As each order is sold, the amount of the 
sale is written on the order presented to the purchaser, and 
the same amount is written on the stub, which is retained by the 
store. The orders and the stubs are sequentially numbered, and 
a different serial prefix is used each year. At the end of each 
day, the clerk selling merchandise orders turns over to the 
accounting department the total cash and accounts receivable 
slips, representing sales for the day. This total is checked 
against the totals according to the stubs. As persons present 
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the merchandise orders in exchange for goods purchased, each 
order is checked against the stub and the stub stamped “Cashed.” 
{a) As auditor, how will you verify the amount of the deferred 
income at the close of the current accounting period? {b) If 
a balance of $500 was remaining at the end of a three year 
period, what adjustment would you make to eliminate the 
liability^ 

The Time-Plan Furnishing Company sells on the installment 
plan. Sales for 193 A were $500,000, cost of sales was $300,000. 
In 193A, $200,000 of 193A sales were collected; in 193B, $200,- 
000 of 1 93 A sales were collected. The rate of gross profit in 
193B is 50 per cent of sales. What amount of deferred income 
on 193A sales appears m the December 31, 193A, and December 
31, 193B, balance sheets^ 

At the end of the first year of operation, the Suburban Electric 
Store calls you in to audit its records. The store sells on the 
installment plan and for cash. You are presented a balance 
sheet and a statement of profit and loss. The installment sales 
have been credited to an Installment Sales account which has 
been closed to profit and loss. The balance sheet does not 
contain a reserve for bad debts. What two alternative sug- 
gestions might }'ou make^ 



Chapter XVII 

NET WORTH— NET WORTH RESERVES 
Corporate Net Worth 

The net worth of a corporation is composed of the out- 
standing issues of all classes of capital stock, the surplus ac- 
counts (or deficits) and the net worth reserves. In order to 
avoid confusion, the term “capital,” when used here, is synony- 
mous with “net worth”; capital is rather loosely referred to in 
daily corporate parlance as meaning either net worth or the 
total of all the assets of the business, with the result that many 
people mean one thing when referring to capital while others 
mean another. 

The reader should be thoroughly familiar with the various 
classes of preferred stock, common stock and par and no-par 
value stock and with the methods employed in accounting for 
them. As auditor, he must realize the necessity for correct 
account and balance sheet presentation of authorized capital 
stocks, issued and outstanding capital stocks, unissued capital 
stocks, treasury stocks, surplus items and surplus reserves. Of 
course, if the assets and liabilities are correctly verified and 
established, the net worth as a totality is bound to be correct, 
but serious errors might exist in one or more net worth accounts 
which could favorably or adversely affect one or more classes 
of stockholders interested in the business. Therefore it is of 
utmost importance that each item of net worth be audited with 
considerable care and in quite minute detail. In this manner, 
the validity of the valuations assigned to assets is also verified, 
as an examination of the net worth accounts often discloses 
marked peculiarities relative to asset valuation, acquisition and 
disposal. Also, the proper or improper treatment of expenses and 
profits is often disclosed in the net worth examination; this is 
of vital importance in limited audits, where complete verifica- 
tion is not made of incomes and expenses. 
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In a small corporate organization, the chances are that one 
or, at the most, two classes of capital stock are issued. In large, 
complex organizations, there may be many issues, the rights of 
each issue varying widely in voting limitations, management, 
profit distribution and asset distribution in liquidation. 

Capital Stock cind Its Auditing 

The auditor must be familiar with the state’s legal require- 
ments of incorporation for such things as the issuance of stock 
at a discount, the minimum amount per share for which no-par 
stock may be issued, the regulations pertaining to the acquisi- 
tion or nonacquisition of treasury stock, the requirements for 
value received upon the issuance of stock, the stockholders’ 
lecords which must be maintained, the imposition of transfer 
raxes, the requirements for minimum orginal capital, regulations 
pertaining to stock dividends and all other requirements made 
nece.ssary by each state, state subdivisions, stock exclianges and 
regulatory bodies of the federal government. 

The auditor examines the certificate of incorporation, noting 
all important matters affecting the accounting and the audit, 
such as (i) the precise names of the various classes of stocks, 
(2) the number of shares of each class authorized, (3) the par 
value per share of each class, (4) callable features of the stocks, 
(5) dividend features, normally and in the event of liquidation 
and ( 6 ) all other matters of importance. 

The by-laws and the minute book are examined to deter- 
mine policies and activities with respect to authorized increases, 
decreases, retirements and new issues of capital stocks, reserve 
creations, the retirement of the reserves and the dividend actions 
of the corporation. 

If the company employs a registrar or a transfer agent, 
which will be a trust company, the auditor should write to the 
registrar or transfer agent, or both, requesting a certificate show- 
ing the number of shares of each class of stock issued and out- 
standing at the balance sheet date. The balance of each class 
as shown by the registrar and transfer agent must be in agree- 
ment with the controlling accounts as shown on the general 
ledger of the client. If the two records disagree, the auditor 
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must attempt to locate the errors causing the differences and 
then correct them on his working papers. If he cannot locate 
the errors or if the client does not want him to take the time 
necessary to do so, the auditor should comment fully upon them 
in his report. The registrar’s reply is checked to be certain 
there is not an overissue of any class of stock. 

If the company docs not employ a registrar or a transfer 
agent but keeps its own capital stock records, the auditor must 
examine the stock certificate books to determine the number 
of shares of each class of stock issued and outstanding. The 
total of the stubs from the certificate book must be in agree- 
ment with the general ledger controlling account and with the 
sum of the subsidiary stockholders’ ledger, if one is kept. There 
must be no overissues of any class of stock. The auditor should 
ascertain whether blank stock certificates are ever signed by the 
proper officials and turned over to other officers for completion 
and disposal. If such a practice is discovered, it should be fully 
covered in the report. The auditor must always discourage this 
practice, as it is an invitation to employees to commit fraud. 

The better practice is to carry subsidiary stockholders’ 
ledgers; then, at the end of each period a trial balance is taken 
of each ledger, which can be checked against the certificate 
stubs and the control. Large companies (or their registrars) 
will frequently carry subscription journals, subscription ledgers, 
call ledgers, transfer journals, stock ledgers and the certificate 
book. Small companies simplify these records, many maintain- 
ing only the certificate book. 

Dividend lists are prepared by the corporation or by the cor- 
poration’s transfer agent, if one is maintained. This dividend 
list should be footed and the totals verified against the control 
or the stockholders’ ledger as an additional verification of cor- 
rect issuance and as a guard against overissues. 

If the audit is an initial engagement, the capital stock ac- 
counts are analyzed from the beginning of the business so that 
the auditor may determine the propriety and correctness of the 
stock accounts at the end of the current period. This is not to 
be interpreted to mean that each transfer is to be verified but 
only that the analysis covers all increases in capital stock and 
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the value received therefrom by the corporation, and all de- 
creases and the offsetting credits to the decreases. 

For the year under audit, an analysis of each capital stock 
account is prepared showing the balance at the beginning of 
the year, the increases and decreases to the stock accounts dur- 
ing the year and the balance at the end of the year. Debits and 
credits to other accounts must be traced to verify the values 
received and parted with and the causes for increasing or de- 
creasing the capital stock accounts. Board authorizations must 
be watched to see that the proceeds of the stock sales were 
spent in conformity with the authorizations. 

Examination should be made of all entries which open capi- 
tal stock accounts to see that they are correct and that they 
result in proper capital stock reflection in the balance sheet. 

The proceeds of all capital stock sold during the year are 
traced through the records to the banks, just as any cash receipt 
is traced. If property is received, the property is checked 
through the asset accounts. Differences of opinion may arise as 
to the valuation placed upon property taken for capital stock, 
but the opinion and action of the board of directors rules. Gross 
cases of overvaluation should be mentioned in the report. 

The auditor should see that all stock certificates are accounted 
for. Stock certificates are (i) canceled, (2) issued or (3) un- 
issued and in the book. All canceled certificates are inspected 
and the number of shares totaled. The stock certificate stubs 
for certificates issued during the year are totaled; the difference 
between those issued and those canceled, when added to or sub- 
tracted from the balance at the beginning of the year, equals 
the balance outstanding at the end of the year. Canceled cer- 
tificates are fastened to the corresponding stub, or are separately 
filed, and the stub is marked “canceled.” Canceled stock cer- 
tificates should be defaced in such a way that they cannot pos- 
sibly be used again. 

Stock transfer tax stamps are attached to the stubs or to the 
canceled certificate and not to the issued certificates. The audi- 
tor must see that the tax stamps are affixed, and he should test 
to determine the accuracy of the amounts so affixed, so that the 
client will not be subject to penalties provided in the federal 
and state tax laws. 
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The subsidiary stockholders’ ledgers should contain the 
usual record of treasury stock, the corporation itself being the 
stockholder. However, as this stock is not outstanding, divi- 
dends are not paid upon it. The stock certificates, of course, are 
not attached to the stubs, as the certificates are not canceled. 
(See the following section, ‘‘Treasury Stock.”) 

The auditor should inquire as to any existing options, stock 
nght privileges and warrants, and he should state the condi- 
tions of such in a balance sheet footnote. 

Accounts are inspected for the handling of premiums re- 
ceived and discounts granted on the disposition of capital stock 
to determine that the premiums and discounts are not amortized 
to profit and loss. When stock has been issued at a discount, 
not fully paid at any subsequent time and marked as fully paid, 
the auditor must be certain that laws are not thereby violated. 
If they are, the client’s attention must be directed to the matter. 
The balance sheet should portray the stock issued at a discount 
and at a premium unless the discounts and premiums have been 
written off to surplus. If discounts have been written off, the 
assumption is that the capital stock has been issued as fully 
paid by eliminating the discount as a reduction of net worth 
available to the stockholders. Stockholders who have paid par 
suffer in such an arrangement; therefore the auditor must be 
certain of the legality of the transaction. 

Closely connected with the procedure discussed in the fore- 
going paragraph are the examination of subscription agreements 
and the inspection of the debits when the Subscriptions account 
is credited in order to see that the stock is being paid for and 
to determine that the unpaid subscriptions are being carried 
forward and are not being written off. Directors may be per- 
sonally hable for authorizing the cancellation of unpaid sub- 
scriptions in violation of the original subscription contract, 
authorization for which write-off does not appear in the min- 
utes. If payments on subscriptions are in arrears, the client’s 
attention should be called to the condition and it should be ap- 
propriately commented upon in the audit report. 

The auditor must understand the rights and privileges of 
each class of stockholder in connection with such things as 
cumulative features of preferred stock, the participation of pre- 
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ferred shareholders along with the common in extra dividends, 
sinking fund provisions for all classes of stocks, callable fea- 
tures, preferred stock priority in the event of dissolution, and 
so on. It is his duty to see that all provisions and requirements 
of all stock issues are being fulfilled and to advise the client 
with respect to any of these matters. 

When no-par stock exists, it should be carried in the ac- 
counts at (i) the amount received for it, (2) a stated amount, 
the excess being credited to Paid-In Surplus, or (3) no value 
whatever, the entire amount received being credited to Paid-In 
Surplus. Earned Surplus is sometimes credited, but this is very 
misleading practice and is illegal in most states. The first pro- 
cedure IS the best, as it shows a more exact balance sheet pic- 
ture. Some states stipulate the minimum amount which may be 
received per share for no-par stock, and when such laws exist, 
the auditor must check the accounts to see that the amounts 
credited have not fallen below this minimum. If restrictive min- 
imum-price laws do not exist, the directors may dispose of the 
stock at any price in accordance with their wishes. The pro- 
ceeds of each sale should be traced to the accounts to see that 
the no-par stock accounts have been credited with the amount 
which IS correct in accordance with regulatory laws and the 
actions of the board of directors. 

No-par stock accounts should not be used as substitutes for 
surplus accounts, thereby receiving charges and credits not di- 
rectly related to the stock accounts. 

Capital stock for each class should be shown in the balance 
sheet in such a manner that each class name, the authorized 
amount (number of shares for no-par), the unissued amount, 
the treasury stock and the outstanding amount are shown, to- 
gether with the number of shares, par per share and dividend 
rates. Cumulative dividends in arrears should be shown in a 
footnote. The requirements of regulatory bodies, the by-laws 
and the actions according to the minutes should also be studied 
and followed in establishing capital stock in the balance sheet. 

Miscellaneous Capital Stock Considerations.— A few miscel- 
laneous considerations pertaining to capital stock are taken up 
at this point. 

Preferred stock is sometimes given redemption value which 
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IS a few points in excess of the par assigned the stock. The rea- 
sons for the redemption figure are numerous, including an 
ostensible inducement to buy the stock, the indirect faith shown 
by the issuers and the privilege of the corporation to redeem 
the stock without the necessity of affirmative action by the 
stockholders. The assigning of a redemption figure is meaning- 
less as far as value is concerned, for in the event of liquidation 
and a dearth of assets to convert, the stockholders will receive 
less than the redemption figure. A redemption figure above par 
does reduce the value of the common stock in the event of 
redemption of the preferred stock or in case of liquidation. In 
connection with the redemption clause, some accountants favor 
the establishment of a reserve to care for the redemption pre- 
mium, while others, the author included, do not think it neces- 
sary. The purpose of most stock issues is to raise permanent 
capital, and redemption is not ordinarily contemplated. If a 
redemption reserve is created by action of the board of direc- 
torSj the auditor should verify its correctness. 

Boards of directors may exercise their own discretion in 
assigning values to assets and services acquired for capital stock, 
and, in the absence of fraud, courts will not interfere with their 
decisions. Numerous cases exist in which assets, tangible or 
intangible, are obviously overevaluated when taken in exchange 
for capital stock issued. The amount of the excess valuation 
over a reasonable figure results in what is known as watered 
stock. In many cases, some of the watered stock is donated to 
the corporation, which then sells it at a discount (this being 
permissible because the reacquired stock is treasury stock) in 
order to raise working capital. In this manner, the ^ 'water” is 
eliminated, provided the donated stock is credited to the over- 
evaluated asset. Water may also be eliminated by writing down 
the value of the assets against surplus, or by retaining profits in 
the corporation in excess of the water, or by reducing the par 
value of each share, or by reducing the number of shares out- 
standing, Many corporations originally organized with highly 
exaggerated capitalizations have since scaled down their capital 
accounts and eliminated all overevaluation. The auditor can be 
of great assistance to his client in capitalization matters. In re- 
cent years, the accountants of the country have been devoting 
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much study to correct net worth valuation, and, in conjunction 
with the Security and Exchange Commission, much good can 
be accomplished. 

Unissued, but authorized, capital stock should appear in 
the balance sheet. Arguments frequently arise as to whether 
unissued or authorized capital stock accounts should be kept 
or whether no entry should appear in the capital stock accounts 
until subscription has taken place. By maintaining unissued cap- 
ital stock accounts in the ledger, for all par value stocks, the 
remaining amount available for issue is shown at all times. Like- 
wise, if unissued (or authorized) capital stock accounts are 
shown on the balance sheet, a complete picture is given of 
(i) the authorization, (2) the unissued and (3) the outstand- 
ing stock. If this procedure is not followed, the number of 
shares available for future issue should be shown as a note on 
the balance sheet. Some states, in their corporation acts, specify 
that no credit can appear in a capital stock account until the 
stock is sold; most states set up no requirements in this direc- 
tion. Examine the following net worth section of a balance 
sheet. 


Net Worth Section of a Balance Sheet 


Preferred Stock, 6%, par $100.00, authorized 

Less Unissued 

$1,000,000.00 

300,000.00 

Preferred Stock Issued . , 

Less Treasury Stock at Par 

700,000.00 

50,000.00 

Preferred Stock Outstanding 

No Par Common Stock (authorized 1,000,000 shares) 
Issued, 900,000 shares @ $1.00 per share . ... 
Less Treasury Stock, 20,000 shares bought @ $2.00 . 

$650,000 00 

900,000 00 

40,000.00 

Common Stock Outstanding — 880,000 shares. 

$860,000.00 


Subscriptions to capital stock issues may take place (i) be- 
fore incorporation or (2) after incorporation is effected. Sub- 
scriptions taken by incorporators before incorporation are 
revocable unless the board of directors accepts the subscriptions 
as soon as the corporation is organized. Most states, by statute, 
have set up a time period in which the directors may accept 
the subscriptions. The subscriptions cannot be withdrawn dur- 
ing this time unless specifically rejected by the corporation. 
In some states this period is for 30 days after the date of in- 
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corporation. Subscriptions taken after incorporation by incor- 
porators or any other interested subscriber are revocable, and 
partial payments made are refundable in accordance with the 
laws of the state of incorporation. Some states permit the cor- 
poration to retain the subscriptions paid before forfeiture. Most 
states provide that the defaulting subscriber, upon the resale of 
the stock by the corporation, shall be reimbursed for the 
amounts received on resale, less expenses, less the unpaid bal- 
ance. The option of issuing a certificate to the defaulting sub- 
scriber for the number of shares paid for prior to subscription 
default is always available to the corporation. The auditor must 
examine the methods in force for handling subscriptions and 
forfeitures and must vouch all entries pertaining to both, to see 
that they are correctly handled from a legal and an accounting 
viewpoint. 

Treasury Stock 

Treasury stock is capital stock of a corporation which has 
been issued, fully paid for and then reacquired by the issuing 
corporation. These three requisites must be present before true 
treasury stock exists. The method of acquisition by the corpo- 
ration is immaterial to the creation, acquisition coming through 
the mediums of purchase, donation or in settlement of an ac- 
count receivable. One element of the definition of treasury 
stock is that it must have been fully paid for; this is necessary 
in view of the fact that stock originally issued at a discount has 
a liability attaching to it for the amount of the discount in the 
event of the necessity of satisfying the claims of creditors. 
Stock once issued and fully paid for and later reacquired may 
be resold by the corporation at a discount without the attach- 
ment of a liability. If stock once issued and not fully paid for 
and later reacquired, is sold at any price, the original liability 
for the unpaid portion still holds, in most states, provided the 
buyer knows the stock originally sold at a discount. State laws 
vary widely in this respect, however. Most state corporation 
laws stipulate that stock originally issued cannot be sold at a 
discount. In Ohio, for example, stock cannot be issued at a dis- 
count until the corporation has been in existence for two years 
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or unless good reason can be shown why the stock should be 
issued at a discount. At the present time, it is common practice 
to sell original issues at par. In effect, stock originally sold at a 
discount is never legally issued. Therefore it is in the status of 
unissued stock, and not treasury stock, as the certificates nor- 
mally are not issued until final payment is received. Each par- 
tial payment pays for a percentage of each share subscribed 
and not for a certain number of full shares of the subscription 
total. A practice that rings of subterfuge is to issue capital stock 
to the organizers and promoters of a corporation. This is legal, 
as stock may be issued for services. The stock is issued as 
fully paid, thereby eliminating the attachment of a liability for 
discount. The persons receiving the stock for services rendered 
then donate some of their stock back to the corporation, whicli 
may sell it at any price chosen, as treasury stock is being sold. 
Thus the law is circumvented. More stringent state laws per- 
taining to corporations would be beneficial. 

Some states do not permit corporations to own their capital 
stock, and additional agitation for nation-wide elimination of 
corporation ownership of its own stock has been in progress. 
Should this agitation result in legislation to that effect, treasury 
stock will become a thing of the past. There are several reasons 
for the acquisition of treasury stock, among which are the ne- 
cessity of raising working capital by reselling treasury stock 
acquired by donation, elimination of a deficit, acquisition of 
stock to sell to employees, acquisition to support a falling mar- 
ket and acquisition to eliminate water. Regardless of the reason 
or its soundness, the treasury stock remains treasury stock until 
it is resold or until it is retired. If it is retired, the proper steps 
must be taken to obtain authority to reduce the capitalization 
of the corporation. 

Auditing of Treasury Stock.— In auditing treasury stock, 
the auditor should see that the stock certificates are held in the 
name of the corporation, that the certificates are indorsed to 
the corporation or that a power of attorney is attached to the 
certificates. Then the treasury stock certificates should be 
listed on the work sheet as such. 

The method of acquiring the treasury stock should be un- 



Net Worth — Net Worth Reserves 335 

derstood by the auditor so that he can be assured that true 
treasury certificates exist. 

Dividend payments must be examined to be certain that 
dividends are not paid on treasury stock. The payment of divi- 
dends on treasury stock simply means the unnecessary transfer 
of money and the making of unnecessary accounting entries. 
Treasury stock should not be carried in the stockholders’ 
ledger, as this ledger should represent only stock outstanding. 

The auditor must examine the entries to record the acquisi- 
tion and disposition of treasury stock and must insist that the 
methods follow accepted practices. The entries are the result 
of the method employed by the company in evaluating treas- 
ury stock. In some states the corporation laws specify the con- 
ditions of acquisition; in such cases, the corporation laws serve 
the auditor as his guide, both for entries and for valuation. 
Some accountants are of the opinion that treasury stock should 
be shown as an asset in the balance sheet if the intention of the 
company is to resell the stock, and if the intention is not to 
resell it, but simply to hold it in the treasury, to show it as a 
subtraction from the capital stock in the balance sheet. Be- 
cause treasury stock is so closely related to the entire net worth 
picture of a business, the author is of the opinion that treasury 
stock should never be shown as an asset, regardless of intention 
and regardless of the fact that it might be rather common prac- 
tice to do so at the present time. The balance sheet is not a 
device to show expectancies, and the treasury stock is not a 
productive, workable or useful item upon which a profit is 
made through operations. Therefore treasury stock preferably 
should be shown as a deduction in the net worth section of a 
balance sheet. If the stock is evaluated at par, it should be 
subtracted from surplus or from the sum of capital stock plus 
surplus. If, for some reason, the auditor deems it necessary or 
advisable to carry it as an asset, the nature of the stock and the 
reasons for so carrying it should be pointed out in a footnote or 
in the balance sheet. 

Treasury stock may be carried at par or at cost, cost being 
common if the treasury stock is carried as an asset, available 
for resale. The better practice is to carry it at par. After de- 
termining the method employed, the auditor must verify the 
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balance in the Treasury Stock account. If carried at par, pre- 
miums and discounts paid or received upon disposition are not 
an operating or a nonoperating expense or profit but are direct 
charges or credits to the Capital Surplus account, owing to the 
net worth nature of capital stock. Profits and losses on the dis- 
position of treasury stock are credited or charged to Capital 
Surplus. ^ 

Occasionally, fixed assets are acquired for treasury stock. 
If so, the auditor should determine the valuation placed upon 
the assets. Some insist that the assets be capitalized at no more 
than the cash realizable value of the treasury stock given in 
exchange, theoretically, this group is correct. It must be borne 
in mind, however, that the board of directors has the power 
to place the assets on the books in accordance with its own 
desires, judgment and discretion. Cases involving obvious over- 
valuations should be brought to light in the audit report. 

The acquisition of treasury stock has the same effect as a 
reduction of outstanding capital stock, with the exception that 
the corporate charter must be amended if a permanent reduc- 
tion is to take place. The treasury stock may be held by the 
corporation, state laws not prohibiting the practice, for as long 
as the corporation desires. 

Dividends 

In order to be legal, a dividend must be authorized by the 
board of directors and the action recorded in the minute books. 
The payment of a dividend when the claims of creditors are 
thereby affected, the payment of a dividend when a corpora- 
tion is insolvent and the payment of a dividend in excess of 
accumulated earnings of the corporation are acts which become 
a personal liability of the directors. Once publicly declared, a 
dividend payable in cash, securities or scrip becomes a liability 
of the corporation which cannot be rescinded unless the stock- 
holders agree, and those not agreeing to the rescission must be 
paid; a declared stock dividend may be rescinded by the de- 
claring board at any time preceding the payment of such a 
dividend. If a cash dividend is legal, a dividend in any other 
form likewise is legal. American dividend practice and Am en- 
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can court cases dealing with dividends both clearly indicate 
that dividends can be legally paid if the assets of the corpora- 
tion are in excess of the liabilities and capital stock, that is, if 
there is a surplus at the time of declaration and if the dividend 
action does not reduce the surplus to a deficit. Dividends are 
commonly spoken of as being paid out of profits, but it must 
be understood that the profits need not be currently earned 
profits. Thus, a corporation may have a net loss for any cur- 
rent year or years, but if, when this loss is deducted from the 
previously accumulated surplus, the corporation is still able to 
pay a dividend, it may do so. When declared, the assumption 
is that dividends are from that portion of surplus representing 
the latest currently earned profits. The important thing is that 
a dividend cannot be declared and paid when capital is thereby 
impaired, the term “capital” is construed to mean the amount 
standing in the capital stock accounts. As opposed to the 
American conception of dividend payments, British legislation 
on the subject is to the effect that a dividend may be paid when 
a deficit exists, as long as the current period^s operations show a 
profit. Thus we see that in the United States the balance sheet 
is the basis of a dividend action, while in Great Britain the 
profit and loss statement is the basis. In periods of depression, 
many United States corporations continue dividends even 
though current operations result in a loss. 

Actions with respect to the declaration of dividends rest ex- 
clusively with the board of directors, and courts are extremely 
unwilling to interfere with this phase of the conduct of a busi- 
ness, working on the assumption that the corporate directors 
have a better knowledge of the needs, administration and ju- 
diciousness of dividend actions than any other person or group. 
If stockholders become dissatisfied with dividend actions or the 
lack of them, they have the alternative of disposing of their 
stock or of electing new directors. A dividend action should 
be given public notice as soon as the action takes place. Most 
stock exchanges have a rule that the exchange must be imme- 
diately notified of dividend actions. This is done to protect 
minority holders. Stockholders with a knowledge of the divi- 
dend action are thereby prevented from obtaining more shares 
before any announced dividend action that might cause the 
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stock to rise. Stockholders are also prevented from disposing 
of stock as a result of dividend action that might cause the price 
of the stock to be driven down. 

Although everyone agrees that dividends should be declared 
from accumulated earnings, that is, surplus, dividend actions 
often indicate that the source of the surplus need not neces- 
sarily be earned; state laws are likewise quite lax in setting up 
requirements m this direction. In most states, dividends may- 
be paid from earned surplus, capital surplus and unearned sur- 
plus. Some state laws specify that dividends may not be paid 
from surplus created out of the proceeds of the sale of no-par 
stock. Most states declare that dividends paid from sources 
other than earned surplus are legal only if the source of the 
dividend is stated. Naturally, from the standpoint of sound 
accounting practice, dividends should not be declared from 
unearned increments, and the auditor can offer excellent advice 
in this direction. There is no objection to declaring dividends 
from capital surplus provided the Capital Surplus account rep- 
resents actually realized profits from extraneous sources and 
not mere asset write-ups. 

Most dividends are paid in cash, but they may be paid in 
stock of the corporation, securities, merchandise, scrip, or any^- 
thing else. All dividends except stock reduce the net worth 
of the company, and stock dividends simply result in a decrease 
in a surplus item and an increase in a capital stock account. If 
a stock dividend is declared in no-par stock, the dividend action 
should always indicate the dollar or cents amount of stock per 
share to be removed from the Surplus account. As a stock divi- 
dend does not decrease the net worth of a corporation, it 
similarly does not increase the net worth of the receiving stock- 
holder, as his total interest in the corporation is the same but 
is simply divided into more parts. Scrip dividends bear interest 
and are only used when a corporation is in a position of not 
having sufficient cash to discharge the liability when due. 

In the declaration of a dividend, three dates are common: 
the date of declaration; the date of closing the stockholders’ 
records so that the corporation or its transfer agent will know 
to whom to issue dividend cheques and the date of payment of 
the dividend. It is common practice for a board of directors 
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to declare dividends on capital stock, especially cumulative pre- 
ferred, once a year, indicating m the resolution the dates of 
payment. It is always necessary that stockholders’ subsidiary 
accounts be accurately kept so that the proper persons receive 
the dividends. 

Dividend Audit . — The procedure given hereafter should be 
followed in auditing dividends. 

The auditor should refer to the minute books to determine 
the dividend actions taken by the board of directors during 
the audit penod. If dividend actions do not appear and if 
dividends have been paid, a request should be made that the 
action be recorded by the secretary and ratified by the board 
of directors. 

Verification of the amount of the dividends is made by 
taking the outstanding balance of the capital stock at the date 
of the dividend, computing the dividends thereon and compar- 
ing this figure with the total paid according to the dividend list 
which is extracted from the stockholders’ records. 

Returned dividend cheques are examined to see that they are 
indorsed by the recipient stockholder. Tests of correctness may 
be made by comparing dividend cheques with stockholders’ 
records. All dividend cheques should be accounted for; this 
will be necessary in order to complete a bank reconciliation of 
general cash or a reconciliation of any special dividend cash 
account. 

The status of the Surplus account both before and after the 
declaration of the dividend must be examined to be certain that 
a deficit was not created by the dividend action. 

The minute books must be watched to ascertain whether 
or not there are declared but unpaid dividends at the close of 
the period; if dividend declarations exist which have not been 
liquidated, they must appear as a liability. 

If scrip dividends have been paid, the auditor should examine 
the scrip records to see that they are properly kept and should 
also determine that all matured and returned scrip has been 
canceled. 

If stock dividends have been paid, the records are examined 
to see that distributions have been correctly computed and also 
to ascertain that the entries for the dividends are correctly 
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made. The auditor must be certain that the increase in the 
capital stock caused by the dividend does not result in an issue 
in excess of the total capital stock authorization. 

If the dividends are those of a company engaged in an ex- 
tractive industry, the records are examined to be certain that 
dividends are being correctly paid so far as depletion recoveries 
of capital are concerned. Dividends paid by corporations op- 
erating in the wasting-asset industries often include a return of 
capital. This is especially true in instances in which there is no 
intention of acquiring new properties for further operation. If 
dividends are paid from amounts of capital recovered through 
depletion charges, the dividend cheques should always clearly 
indicate the portion of dividends representing profits above de- 
pletion and the portion representing a return of capital. If, by 
the return of capital, the rights and claims of creditors are 
thereby jeopardized, the directors of the corporation may be 
held personally liable. 

When cumulative dividends are in arrears, they should not 
be included as a liability in the balance sheet, but the total ac- 
cumulation is shown as a balance sheet footnote. 

Some few companies create reserves for dividend declara- 
tions, and some accumulate reserves for dividends for the 
dividend accrual between the last dividend and the end of the 
accounting period. In these cases, the charge should be to sur- 
plus, and the reserve should be treated as a net worth appropria- 
tion and not as a liability. This type of reserve is likely to be 
found in connection with cumulative preferred stock dividends, 
as dividends on preferred stock are very close to the fixed 
charge category. 

Surplus 

Account and balance sheet descriptions of surplus are wide 
and varied, but all surplus accounts represent an excess of assets 
over liabilities plus capital stock, regardless of how few or how 
many surplus accounts exist. Surplus should be divided into its 
various classes and should not be grouped into one grand ac- 
count, called “Surplus,” and should not be shown in one 
amount on the balance sheet. Simply to designate the excess 
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of the assets over the sum of the liabilities and capital stock 
as “surplus” is just as meaningless as designating all assets as 
simply “assets” and not showing the kinds of assets. For ac- 
count and for statement purposes and for the best possible re- 
sults, surplus is subdivided into: (i) Earned Surplus (or Free 
Surplus) (or Deficit); (2) Capital Surplus; (3) Paid-In Sur- 
plus; (4) Donated Surplus; (5) Unearned Surplus (or Surplus 
Arising from Revaluation of Fixed [or current] Assets). In 
addition, there are the surplus reserves or appropriations, con- 
stituting a part of the entire corporate net worth. Surplus re- 
serves are considered in this chapter, in the general section 
following “Surplus.” 

In analyzing the surplus accounts of a corporation, it is 
impossible for the auditor arbitrarily to force his opinion on the 
client. He can, however, intelligently advise the client as to 
the proper procedure in handling the different surplus items 
both from the standpoint of sound accounting practice and 
from the standpoint of state laws and corporate charter require- 
ments and resolutions. It is always unfortunate if the auditor 
tries to stand too rigidly on his individual ideas which are 
prompted by fine technicalities and theoretical concepts. Ac- 
counting principles are broad concepts which must be inter- 
preted differently for varied circumstances and which are 
bound to be interpreted somewhat dissimilarly by different in- 
dividuals. Too many pet hobbies and notions which are in 
the nature of extremely petty and nonessential ideas and ideals 
prevail among accountants; a more liberal attitude and more 
knowledge will work hand in hand to better the profession. 

None of the surplus accounts should ever be used to receive 
charges which rightfully belong to an expense account, in 
order that a better operating condition may be shown in the 
statement of profit and loss; likewise, no surplus account should 
receive direct income credits. The surplus accounts are not 
substitutes for expense and income accounts, as some people are 
inclined to believe, if certain practices can be used as the basis 
of the statement. 

When consolidated statements of affiliated companies are 
in existence, the auditor must remember that the subsidiary 
company’s surplus which was earned before its acquisition is 
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not a part of the consolidated surplus of the parent and sub- 
sidiary. The Investment account of the parent must be elim- 
inated against the capital stock and surplus accounts of the 
subsidiary. If intercompany profits exist as a result of extrane- 
ous transactions such as the sale of fixed assets, this profit is 
not taken up in the consolidated surplus. If the fixed assets are 
finally disposed of to someone not in the consolidation, then 
the profits are taken into the consolidated surplus. 

It must be remembered that in an audit of surplus, a clear 
and concise understanding must be obtained of the sources of 
all surplus, of the legitimacy, reasonableness and accuracy of 
the surplus accounts and of the existence of legal or voluntary 
restrictions placed upon the items. If all surplus items are car- 
ried in one account, the auditor must analyze the account into 
its component parts, report it as such in his balance sheet and 
note any subsequent analyses or comments in his audit report. 
In a repeat engagement, the surplus accounts are analyzed for 
the year under audit; in a first audit, they should be analyzed 
from the inception of the business, so that the composition of 
the balance is correctly understood. In any audit, first or re- 
peat, it must be remembered that the surplus accounts are used 
only for the closing of expense and income accounts, for prior 
years’ corrections and for capital transactions of the current 
year. 

Earned Surplus . — Earned surplus represents the accumulated 
net realized operating and non-operating profits left in the busi- 
ness. Out of this surplus, dividends are declared and operating 
losses absorbed. If a correct Earned Surplus account is to be 
shown, assets, liabilities, expenses, and income must all be cor- 
rectly handled. If the auditor feels confident that this is the 
case, then he is confident that the Earned Surplus account is cor- 
rect. He must also ascertain the correctness of all reserves — 
profit and loss and surplus reserves— before the correctness of 
free and unappropriated surplus is established. State laws are 
not particularly rigid in specif^ng the constituents of earned 
surplus and the disposition of it. In some cases, “earned sur- 
plus is created by reducing the value per share of the capital 
stock; in this manner “surplus” usually termed as earned, is 
created, out of which dividends are declared. The truth is that 
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dividends are being paid from originally contributed capital. 
In the closing process, companies not maintaining a Capital 
Surplus account naturally charge and credit profits and losses 
on capital transactions to the Earned Surplus account. 

Entries in the Earned Surplus account, assuming that other 
surplus accounts are in operation, normally consist of charges 
for dividends, charges for reserve creations, charges for operat- 
ing losses and credits for operating and non-operating profits. 
Debits and credits for adjustments and corrections of preceding 
years also appear. Some companies establish a Surplus Adjust- 
ment account to receive these miscellaneous entries and then 
close the balance of the Surplus Adjustment account to Earned 
Surplus at the close of the accounting period. The present 
trend in accounting is to carry most extraneous charges and 
prior years’ adjustments, such as profits and losses on the dis- 
posal of fixed assets, as nonoperating profits and losses rather 
than as direct charges to surplus. In auditing earned surplus, 
the auditor must analyze the account by taking the balance at 
the beginning of the year, then verifying all charges and all 
credits made during the year, by tracing each transaction to 
the book of original entry and by examining all supporting evi- 
dence. In verifying credits, he must ascertain the reasons for 
each credit as well as its mathematical correctness and proper 
method of recording. Likewise, in verifying the debits, he must 
ascertain their propriety. Thus it is seen that an analysis of the 
profit and loss accounts is an essential to the determination of 
the correctness of earned surplus. The propriety and adequacy 
of all surplus reserves must be ascertained before the auditor 
can feel confident that the surplus is correctly stated. He must 
watch carefully to see that similar transactions are handled in 
similar manner each year; for instance, if a reserve for contin- 
gencies is created out of earned surplus in one year, it should 
be created from the same source each time it occurs; if profits 
from the sales of securities held as temporary or permanent in- 
vestments are credited to profit and loss one year (as they should 
be) and then closed to earned or capital surplus, they should 
not be credited directly to earned or capital surplus in another 
year. Stock dividends result in the reduction of a surplus ac- 
count, usually earned surplus; when this situation arises, the 
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auditor must verify the surplus reduction by referring to the 
authorization transferring a certain amount per share to the cap- 
ital stock accounts. In the event that dividends are in arrears 
on cumulative preferred stock or in the event that pre- 
ferred stockholders participate in dividend distributions along 
with common stockholders, the auditor should design his state- 
ments so that the amounts of earned surplus available to each 
class of stockholder is shown. Discussion of surplus adjustments 
with the proper officers often proves enlightening. 

Capital Surplus . — In some instances, the Capital Surplus ac- 
count also includes the Paid-In, Donated and Unearned Surplus 
accounts, discussed in the sections immediately following. 
There is great lack of uniformity in accounting terminology 
and accounting treatment with respect to surplus in general and 
Its subdivisions into specific types of surpluses based upon their 
origination. The thoughts of the author are expressed in this 
general section on “Surplus.” Capital surplus represents profits 
actually earned, but earned from capital transactions such as 
the sale of treasury stock at a price in excess of cost. Capital 
surplus is also represented by assessments levied against stock- 
holders, capital stock conversions, and the purchase of treasury 
stock at a price below its sales price; these transactions result 
in direct credits to the capital surplus. Some accountants are 
of the opinion that profits on the sale of investments and fixed 
assets should be closed to capital surplus. This is not commonly 
accepted as good practice. 

If a Donated Surplus account and a Paid-In Surplus account 
are not maintained, unrestricted donations of assets and capital 
stock and amounts received in excess of par or stated values 
of stock are credited to capital surplus. In fact, distinctions 
between capital surplus and paid-in surplus are so fine that they 
are difficult to maintain. In any event, the Capital Surplus ac- 
count should represent a gain actually and irrevocably realized, 
as far as the net worth structure of a company is concerned. 
As stated before, accountants are by no means fully agreed as 
to whether all profits actually realized from extraneous sources 
should be credited to earned or capital surplus, but there can 
be no question about strictly capital transactions. Too many 
surplus accounts are not desirable, but the author wishes to 
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emphasize again that proper distinction should be made between 
earned and capital surplus, so that balance sheet examiners are 
not misled. In some companies, charges and credits to capital 
surplus can be made only upon authorization of the board of 
directors. 

In auditing capital surplus, the account should be completely 
analyzed for the period under review, showing the opening bal- 
ance, all charges and credits and the ending balance. The en- 
tries in the account should be traced through the records, the 
reasons for the entries understood and all documents examined. 
When premiums and discounts on the sale of treasury or orig- 
inal stock are carried to profit and loss, corrections must be 
made transferring the premiums and discounts directly to capital 
surplus. The auditor must be familiar with the laws of the 
state of incorporation to ascertain the permissibility of record- 
ing in capital surplus such things as the payment of dividends, 
and the payment of dividends if earned surplus is insufficient to 
cover the dividend. 

Paid-In Surplus. — ^Paid-in surplus should deal only with 
transactions connected with capital stock of the issuing corpo- 
ration. In order to begin business with a surplus and in order 
to have a surplus as a cushion to prevent losses of early years 
showing as a deficit, a corporation may (i) credit any pre- 
miums received on the sale of originally issued capital stock to 
paid-in surplus, (2) credit any amounts received in excess of 
the stated value of no-par stock to paid-in surplus or (3) credit 
voluntary assessments to paid-in surplus. The use of the Paid-In 
Surplus account to absorb losses is, of course, a bad practice, as 
it does not portray an accurate condition. The use of no-par 
stock then offers a newly organized corporation an excellent 
opportunity of creating a surplus prior to operations simply 
by assigning to the no-par stock a value less than the sale price 
of the stock. Paid-in surplus represents originally invested capi- 
tal, of course, and dividends should not be paid therefrom, if 
the problem is approached from the standpoint of sound 
accounting principle, when considered in the light of retaining 
originally invested capital for distribution to creditors in the 
event of financial difficulty. However, as a matter of practice 
and from the standpoint of legal considerations, dividends may 
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be and are paid from paid-in surplus, except in states having 
laws prohibiting the practice or specifying the kind of paid-in 
surplus available for dividends. After operations have reached 
a stage where earned surplus retentions are large and where 
there is no intention of depleting the earned surplus, it seems 
fairly reasonable to permit the transfer of paid-in surplus to 
earned surplus, provided appropriate board action is taken which 
reserves a portion of earned surplus for permanent retention, 
equal in amount to the former paid-in surplus. 

Paid-in surplus should appear only upon authorization by 
the board of directors. The auditor should always verify the 
source of paid-in surplus, and he should comment most un- 
favorably upon the use of this surplus as a subterfuge for cover- 
ing up an operating deficit. An analysis of the Paid-In Surplus 
account should be made for the year under audit, and if the 
audit is an initial engagement, the analysis should be for the life 
of the account. 

Donated Surplus . — Donated surplus arises (i) when stock- 
holders donate shares of stock to the corporation, obviously for 
resale by the corporation, (2) when property, real or personal, 
is given to the corporation and (3) when a liability of a cor- 
poration is forgiven. Like paid-in surplus, donated surplus con- 
stitutes a part of the invested capital and should not be available 
for dividends unless it is donated specifically for that purpose. 
In order to show a true surplus status, the Donated Surplus 
account should be kept on the books and should not be merged 
with earned or capital surplus. If a Donated Surplus account 
is not employed, the transactions normally giving rise to it 
should come to rest in the Capital Surplus account. At the time 
of donation of capital stock, there is, of course, no realized 
increase in the capital of the corporation; the increase takes 
place when the donated shares actually are resold. It is not 
customary, however, to hold the donated surplus credit until 
the sale takes place; theoretically, this should be done. Like- 
wise, if property or other assets are donated contingent upon 
the performance of some stipulated act, the donated surplus is 
not actually realized until the requirements are fulfilled. 

The auditor must verify the source of donated surplus, and 
he must prepare an analysis of the account for the period under 
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audit, or an analysis of the account for its existence in the event 
of a first audit. The auditor should watch for and comment 
upon credits to donated surplus when the assets received are 
grossly overevaluated. When treasury stock donations are cred- 
ited to donated surplus, all discounts upon the donated stock at 
the time of redisposal should be charged to the Donated Sur- 
plus account. In connection with donated surplus, the auditor 
must watch for situations wherein capital stock is given in ex- 
change for assets and part of the stock is donated back to the 
corporation. In such cases, obviously the value of the property 
received is not the par of the stock given in payment, and the 
assets received should be written down in accordance with 
the value of the stock donated to the company if the auditor 
can possibly convince the company of the reasonableness of 
so proceeding. Of course, the board of directors has the right 
to evaluate its assets at any desired figure. 

Unearned Surplus . — Unearned surplus, or surplus arising 
from the revaluation of fixed or other assets, is the result of a 
write-up, arbitrary or well founded, of some asset. It frequently 
happens that a company desires to revalue its properties in 
accordance with present appraisal values. When these increases 
are reflected on the books, no profit has been realized, and as 
a result, an unearned increment account is credited — or should 
be credited. The balance sheet should definitely show surplus 
created by revaluation, and these surpluses should never be 
made available for dividends, or for the absorption of deficits, 
even though state laws may not prohibit the practice. Un- 
earned surplus frequently is created in order to write off an 
existing deficit or in 'order to pave the way for the declaration 
of stock dividends. In such instances, full comment should be 
made in the audit report on all matters pertaining to unearned 
surplus. Ohio requires that appraisal surplus be shown in the 
balance sheet. 

The auditor should verify the source of unearned surplus 
and in a repeat audit should analyze the account for the cur- 
rent year. He must ascertain (i) that depreciation expense is 
computed on the cost of the asset and that the Revaluation 
Surplus account is charged with the amount of depreciation on 
the appreciation or (2) that depreciation is based on appraisal 
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and the reserve credited in full. If the first method is used, the 
unearned surplus will be eliminated when the asset is fully de- 
preciated, and the annual expense is not increased by charging 
the entire credit to the reserve as an expense. If the second 
method is used, the unearned surplus is eliminated by a larger 
charge to operations and by a transfer entry from Revaluation 
Surplus to Earned Surplus for the depreciation on the appre- 
ciation. Regardless of whether distinction is made between 
capital surplus, paid-in surplus and donated surplus, the un- 
earned surplus should always be separately shown, as it does 
not represent an addition to net worth. 


Surplus Reserves 

All reserves are of two classes: ( i ) profit and loss reserves, 
and (2) surplus reserves. We are here concerned only with 
the second class, which represent specific appropriations of sur- 
plus and are at all times a portion of the total net worth of the 
company. Surplus reserves may be {a) voluntarily created or 
{b) involuntarily created by contract. Surplus appropriation 
reserves are created by authorization of the board of directors 
or by authorization of the principal officers, and the reserves 
are returned to surplus by the board after the purposes of the 
reserves creation are fulfilled, unless specific agreement prevents 
their return. Reservations of surplus are created in order to 
prevent the dissipation of earned surplus through the medium 
of dividend declarations, thereby offering protection to cred- 
itors who are interested in the maintenance of a certain amount 
of net worth or offering protection to the corporation’s in- 
terests by insuring against undue net worth depletion. Surplus 
reserves are not available for dividends unless the reserve is for 
dividends. There are innumerable reservations of surplus, some 
of which are discussed in the following sections; no attempt 
is made to cover all of the possibilities. 

Surplus Reserve Auditing . — ^The procedure in auditing sur- 
plus reserves is practically the same for all, and consequently 
the procedure is given at this point, for all reserves discussed 
below. 

The first thing for the auditor to do is to ascertain the au- 
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thority for the reserve. He should then determine the purpose 
for which the reserve is created and ascertain whether the cre- 
ation is voluntary or involuntary. If creation of the reserve is 
obligatory, the necessary contracts or agreements are examined 
to see that the provisions of the contract are being followed and 
that the reserve is of proper amount. The reason for the cre- 
ation of the reserve must still be in existence at the time of 
audit, regardless of whether the reserve is voluntary or ob- 
ligatory. The auditor should then analyze each reserve account, 
in the usual manner, by taking the balance at the beginning 
of the year, vouching all charges and credits, and thereby ar- 
riving at the balance at the end of the year. All entries in the 
reserve accounts must be traced to the book of onginal entry, 
and the authority for all entries must be definitely estabhshed. 
If the reasons for the amount of any particular reserve are not 
perfectly clear, the amount of the reserves and the reasons 
therefor should be discussed with the client in order to bring 
clarification into the statements and into the audit report. 

Reserve for Contingencies . — ^Reserves for contingencies are 
created as a matter of generally conservative practice, for ex- 
pected future losses or for a liability resulting from past opera- 
tions, as, for example, possible legal suit losses. The chances 
are, however, that the reserve is established to cover something 
about which the client has no particularly definite ideas at the 
time the reserve is set up. The auditor should always attempt 
to discover the reason for the establishment of the contingency 
reserve and must investigate the reasonableness and the ade- 
quacy of the reserve. Occasionally, contingency reserves are 
established with no particular idea in mind other than a rather 
permanent appropriation of surplus to take care of anything 
that might happen. The reserve is created, of course, to pre- 
vent the dissipation of assets that might be needed. Contingency 
reserves may be credited back to surplus either (i) when the 
contingency has failed to develop or (2) when the contin- 
gency results in an actuality which reduces an asset or creates 
a liability. 

Reserve for Fire Loss . — Some corporations carry their own 
insurance, in which cases surplus reserves for fire losses are 
created. When losses actually occur, they are closed to the 
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reserve, and reconstruction is handled in the customary manner 
of handling any purchased asset. In this case, the reserve should 
be reestabhshed unless the risk is passed to an insurance com- 
pany. 

In order to equalize expenses, it sometimes happens that a 
company will charge an expense account and credit a reserve 
for fire loss, thereby making the reserve a profit and loss instead 
of a surplus reserve. In such cases, all unused or unnecessary 
portions of the reserve should be credited back to the expense 
account wdiich has been overcharged, if the fire is in the cur- 
rent year, or should be returned to surplus. Income should 
never be credited. 

For any company carrying its own insurance, the best pro- 
cedure is to establish a fund, separately set aside and controlled, 
and also to establish a reserve out of surplus. The fund is estab- 
lished by charges to the fund and credits to cash for an amount 
equal to the premiums that would be paid if insurance com- 
panies were used. All income earned on the insurance fund 
should be added to the fund, and a similar amount should be 
added to the reserve. If desired, the income earned on the fund 
may be credited to an income account which is then closed 
to the fire loss reserve. 

Reserve for Flood Loss . — Reserves for flood losses are estab- 
lished when necessary, so that the net worth position of the 
corporation is enabled to absorb uninsurable losses which might 
occur from time to time. The loss is treated as a nonoperating 
loss and is closed to the reserve. After the flood contingency 
has passed, the unused portion of the reserve may be returned 
to earned surplus and is available for dividends. If floods are 
of quite regular occurrence, the reserve should always be main- 
tained. 

Reserve for Anticipated lawsuits and unsettled 

lawsuits in progress which are not definite or contingent lia- 
bilities at the date of the balance sheet should be provided for 
by a reservation of surplus, in order to insure the adequacy 
of assets in the event of unfavorable decisions. In some in- 
stances, the client objects to the establishment of such a reserve, 
because the opposing parties to the lawsuit might be able to 
press their claims advantageously if a balance sheet came into 
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their possession. In such cases the auditor need not insist upon 
the establishment of a surplus reserve unless it is quite obvious 
that the client contemplates net worth and asset reduction. If 
it is thought advisable to set up the reserves and still protect the 
client from divulging important information to others, the 
amount may be transferred to a general reserve for contin- 
gencies, the details of which are not shown. 

Divide^id Reserves. — Some few companies accrue dividends, 
especially cumulative dividends on preferred stock. If this is 
the case, dividend declarations are charged to reserve for divi- 
dends at the time of liability creation. The reserve itself is not 
a liability but merely an earmarking of surplus. Occasionally, 
past cumulative dividends are shown by the creation of a re- 
serve, if the Surplus account is of sufficient size, but this is not 
common practice. 

Reserve for Future Declines in Inventory. — If it is antici- 
pated that inventories will drop in value in the future, it is wise 
policy to create a surplus reserve for the estimated future de- 
cline so that if the inventory is sold at a loss, the net worth 
position of the company is protected by the surplus reserva- 
tion. Then, in the future, when losses occur through the ex- 
pected price decHne, the losses are closed to surplus by way 
of the profit and loss accounts, and the reserve for future de- 
clines, having fulfilled its purpose, is returned to surplus. If the 
inventory does not fall in price in the future, then the reserve 
is returned to surplus or left for additional future periods. By 
establishing the reserve for future declines, surplus cannot be 
dissipated and thus cause a deficit if losses actually develop. 

Reserves for Plant Extension. — Ordinarily, the estabhshment 
of a reserve for depreciation protects the net worth position 
of a company by charging depreciation as an expense, so that 
assets may be replaced. When capital asset expansion is planned, 
specific funds may be established in connection with surplus 
reserves, or reserves alone may be set up. Later, after the ex- 
pansion has been accomplished, the reserve may be returned 
to free surplus. If a fund is created, income on the fund is 
credited to the reserve. 

Sinking Fund Reserves for Bond Redemption. — Sinking 
fund reserves for bonds are established out of surplus in order 
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to protect bondholders against the possibility of dividend pay- 
ments on stock issues if the surplus is not entirely adequate. 
Sinking fund reserves for bonds may be voluntary, but they are 
more likely to be obligatory. There need be no necessary re- 
lationship between the fund and the sinking fund reserve unless 
the trust indenture specifically states the conditions to be fol- 
lowed; It is always conservative practice, however, to maintain 
the reserve at a figure at least as large as the fund. In many 
cases the reserve is greatly in excess of the fund, owing to 
periodic retirements, thus giving remaimng bondholders even 
more protection than was enjoyed by those whose bonds were 
retired early. The bondholder receives additional protection if 
a sinking fund and a sinking fund reserve are both established, 
funds are definitely set aside for bond retirement, and at the 
same time assets are conserved by the prevention of dividend 
distributions through the creation of the sinking fund reserve. 
It can logically be contended that a board of directors usually 
can be relied upon to protect surplus from undue dividend ac- 
tions, and therefore a reserve for sinking fund need not be 
established unless it is obligatory. However, the establishment 
of such a reserve is an aid to directors in appeasing dividend- 
hungry stockholders who demand a dividend whenever the 
surplus becomes substantial. 

If depreciation is adequate, then the bondholder receives 
added protection, as depreciation charges have the effect of 
reducing surplus. Depreciation prevents dividend distributions 
in excess of actual profits, while sinking fund reserves require 
that part of the profits be withheld from distribution as divi- 
dends. If depreciation is adequately provided for and the 
amounts so withheld from profits are not required for replace- 
ments of fixed assets, it is possible that a sinking fund may be 
established out of these amounts; in such a case there is no ne- 
cessity for the establishment of a sinking fund reserve. If a 
bond indenture calls for payments to a sinking fund in excess 
of reasonable depreciation or depletion, and if at the same time 
a sinking fund reserve is built up, the correct depreciation or 
depletion should be charged off as an expense and the inden- 
ture reserve amount charged to surplus and credited to the 
reserve for sinking fund. When excess charges of this nature 
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are encountered, it is an indication that there is a possibility that 
the assets will be worn out or obsolete, or completely depleted, 
before the bond issue matures. The auditor should examine the 
trust indenture to ascertain that provisions for both funds and 
reserves are not being violated, and he must report upon any 
matters not receiving proper attention. 

Reserves for Capital Stock Redemptions . — Reserves for capi- 
tal stock redemptions are similar to bond redemption reserves 
and are for the purpose of retiring preferred issues by restricting 
dividends to common stock issues during the company’s early 
earning period. The preferred issues are then retired and the 
holders of common stock (who are usually the promoters of 
the enterprise) get the full benefit of the future earnings. Stock 
redemption reserves may be voluntary or obligatory. 

Partnership and Single Proprietorship Net Worth 

In auditing the capital accounts of a partnership, the auditor 
must read the articles of copartnership, noting particularly ar- 
rangements for such Items as salaries, capital contributions, in- 
terest arrangements on capital accounts and interest charges on 
drawings, the profit and loss sharing ratio and any other matters 
of importance to the audit. Any violation of the partnership 
agreement must be reported to the partners and commented 
upon in the audit report. In many cases, written articles of 
copartnership do not exist, in which cases the auditor must 
make certain that each individual partner understands the finan- 
cial arrangements and practices pertaining to the capital ac- 
counts. If the auditor can promote the writing of articles of 
copartnership, he should not hesitate to do so. Each drawing 
and capital account is analyzed for the period of review, and 
each transaction therein is traced to the original records. After 
the accounts are verified, the auditor should have each partner 
approve his accounts by initialing them in the ledger. 

In tracing entries from the partners’ accounts to the original 
records, particular care must be exercised to see that drawings 
are within the limitations of the partnership agreement and that 
the drawings actually are received by the partners. Salaries 
also must be carefully watched to ascertain that they are prop- 
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erly recorded and are in keeping with the agreement. In the 
absence of an agreement concerning salaries, the drawings ex- 
tracted by the partners cannot be treated as a salary expense, 
even though the drawings are construed as coming from profits. 
When salaries do exist, they are treated as operating expenses 
to be taken into consideration before net profits are determined. 
When interest is credited on capital and when it is charged on 
drawings, the auditor must verify the computations to see that 
they are in accord with the agreement. Such interest expense 
and income must be transferred to profit and loss before the 
final calculation of profits. The division of profits in accord- 
ance with the profit and loss sharing ratio must be verified; if 
there is no agreement, profits and losses are by law shared equally 
by all partners. The auditor must watch to see that the periodic 
closing of the partnership books is in agreement with the 
articles of copartnership or that they are closed in accordance 
with partnership law in the absence of an agreement. 

In the event of dissolution of a partnership, care must be 
exercised so that liquidating dividends are properly distributed 
to the partners. Before distribution of any amounts to the 
partners, all creditors are paid in the proper order of their 
claims, that is, preferred debts, then fully secured debts, then 
partially secured debts and, last, unsecured debts. Loans made 
to partners are not paid until capital account balances are de- 
termined, and, if necessary, loan account credits are offset 
against capital account debit balances. Following this, distribu- 
tions are made to the partners. Profits and losses on liquidation 
of assets are distributed in the profit and loss sharing ratio, and 
after that distribution is made on the basis of the amounts re- 
maining in the capital accounts of the partners. Care must be 
exercised to determine that no one partner is paid a liquidating 
dividend to the detriment of another partner. 

In a single proprietorship, the auditor must analyze the capi- 
tal and drawing accounts for the audit period. It does not mat- 
ter if a drawing account is not used, as the interests of one 
person only are to be taken into consideration. 

Working papers are shown in the illustrative audit, for a 
summary of net worth, capital stock, letters from registrars and 
transfer agents, reserve for sinking fund and earned surplus. 
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QUESTIONS AND PROBLEMS 

1. {a) What are the duties of a registrar? 

{b) What are the duties of a transfer agent? 

2. What procedure will you follow m verifying the capital stock 
of a corporation, assuming that the authorized capital stock 
has been increased during the year and that 8o per cent of the 
total additional authorization has been sold, {a) if the company 
has a stock registrar? {b) If the company does not have a 
stock registrar? 

3. The Hillard Company employs a registrar for its capital stock. 
In your audit of the company, you request a certificate from 
the registrar showing the number of shares of each class of 
stock outstanding. Is the registrar’s certificate final evidence 
of the correctness of the outstanding shares^ If it is, or if it 
IS not, will you perform any additional work on the capital 
stock records^ 

4. The owners of the 6 per cent noncumulative preferred stock 
of the Hands Company ask you to audit the books of the Com- 
pany to ascertain whether their interests are properly protected 
What three items will you particularly watch? 

5. During your audit of the Ault Company, you verified the bal- 
ance of the Captial Stock controlling account with the sum of 
the stubs in the certificate book and with the balances in the 
stockholders’ subsidiary ledger. Three months after your audit, 
It is shown that all the capital stock outstanding at the balance 
sheet date had not been accounted for. What are the possibil- 
ities that might lead to such a situation? 

6. During the early part of the year 193 A, one of your clients, the 
Cary Corporation, contemplates a reduction in its authorized 
capital stock, {a) You are asked to outline the procedure the 
company must follow, {b) At the end of 193 A, you return to 
perform your regular annual audit, and you find that a reduc- 
tion did take place. What are your duties with respect to the 
capital stock in view of this reduction^ 

7. The Observatory Company was incorporated in 193A, with an 
authorized capital consisting of two classes of common stock: 
Class A, 10,000 shares of a par value of $50 per share, and 
Class B, 50,000 shares of a par value of $10 per share. Voting 
privileges were the same for both classes, but dividend stipula- 
tions differed for the two, in a respect which has no significance 
as far as this problem is concerned. During 193A, 5,000 shares 
of class A were sold at par, and 25,000 shares of class B were 
sold at par. The capital stock accounts on the books of the 
company show a credit for $500,000 for the stock sold. The 
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sum of the stubs in the certificate books shows that 50,000 shares 
of both classes were issued. From the stockholders’ ledger, the 
auditor ran an adding machine tape of the number of shares 
issued, and his total agreed with the 50,000 shown in the cer- 
tificate book. He therefore assumed that everything was in 
proper order and proceeded to prepare his balance sheet and his 
certificate. In what respect did the auditor fail to perform his 
proper duties^ How should the stock be shown in the balance 
sheet^ What probably is wrong with the certificate book^ 

8. The net worth section of the balance sheet of the Hiller est 


Company, December 31, 193A, appears 

Preferred Stock, 6%, |ioo par, 5,000 shares .. $ 500,00000 

Equity of Common Stock, 50,000 shares, no-par . . 3,800,00000 

Total Net Worth $4,300,000.00 

One year later, the net worth section appears. 

Preferred Stock, 6%, $100 par, 4,500 shares . . $ 450,000.0a 

Equity of Common Stock, 60,000 shares, no-par . 5,150,000.00 

Total Net Worth $5,600,00000 


Below are given certain transactions which took place in 193B. 
From the information given above and below, redraft the net 
worth section of the balance sheet as of December 31, 193B. 

(a) The additional 10,000 shares on no-par common were 
sold at $60 per share. The stated value of all no-par com- 
mon is 140 per share. The first 50,000 shares were issued 
at $50. 

(b) Profits for 193B were $665,000. 

(c) The 500 shares of preferred stock were purchased for the 
treasury at $110 per share. 

(d) Fixed assets were written up $300,000. 

{e) Dividends paid in 193B w^ere: preferred, $30,000, common, 
1 1 80,000. 

(f) The first entry to create a reserve for sinking fund should 
be for $100,000. 

is) The minute book calls for a contingency reserve of 
$500,000. 

9. This is your first audit of the Tomson Company. The com- 
pany acts as its own registrar and transfer agent. The company 
was mcorporated in 1910. You examined the incorporation 
certificate and found that 10,000 shares of 6 % preferred, par 
^00, and 10,000 shares of common, par $100, were authorized. 
Then you examined the by-laws of the company and scanned 
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the minute book and found that the preferred and common 
issues were authorized by both the directors and the stock- 
holders of the company. 

You prepared an analysis of all capital stock accounts and 
found that 8,000 shares of the preferred were issued and that 
all of the common was issued. The common stock was issued 
as follows- 


February 

November 

December 

April 

January 

May 


10, 1910 . 

. 2,000 shares for cash 

$ 200,000.00 

2, 1910. . 

..2,000 shares for cash 

200,000.00 

5 . 1915 • 

..2,000 shares, a 50% stock dividend 

. 200,000.00 

8, 1925 . 

..1,000 shares for cash . 

. 100,000.00 

10, 1929. . 

.. 700 shares, a 10% stock dividend. 

70,000.00 

16, 1933 

.2,300 shares for cash 

230,000 00 


$1,000,000 00 


Dividends have been paid regularly on both the preferred and 
the common stock. The debits for the common stock divi- 
dends were all uniformly made to earned surplus, and you 
verified each one. You traced all cash received for issuance 
of both preferred and common to the cash receipts book and 
into the bank. After doing this, you called for all stock cer- 
tificate books and found that all certificates were serially num- 
bered, that all canceled certificates had the transfer tax stamps 
attached, were pasted to the stub of the certificate and were 
mutilated so that they could not be reused. The stubs con- 
tained the date of issuance of the certificate, the number of 
shares, cancellation date and new owner’s name. You totaled 
the certificates according to the preferred and common stubs, 
totaled the shares of preferred and common according to the 
subsidiary stockholders’ ledger, found that they agreed, com- 
pared these results with the balance of the controls for pre- 
ferred and common stocks and found everything in agreement. 
You then prepared working papers for both the common and 
the preferred stocks. 

Criticise the procedure followed in this verification of capital 
stock. 

Do you think that treasury stock should be shown as an asset 
regardless of the purpose in mind when acquiring it, or do 
you think that it should be shown as a deduction from the 
outstanding stock in the net worth section of the balance sheet? 
In your first audit of the Borth Company for the year ending 
December 31, 193 A, you notice that all unissued capital stock 
is entered in the records and shown in the balance sheet as 
treasury stock, and you also discover that dividends are 



358 


Auditing 


paid an the “treasury stock” and are deposited in the bank. 
Do you approve of this situation^ 

12. On June i, 193A, a corporation declared a dividend of I2.00 
per share on its common stock. The corporation has $100,000 
of $100 par value common stock outstanding. On the same 
date, it purchased $25,000 of the common as treasury stock, 
paying par therefor. The surplus at the time of dividend 
declaration and treasury stock purchase stood at $26,500. The 
corporation law of the state prohibits the purchase of treasury 
stock if the excess of the assets over liabilities plus capital 
stock does not exceed the value of the treasury stock. Divi- 
dend payments are also prohibited if surplus is thereby depleted. 
Comment upon the legality of the treasury stock purchase and 
the dividend action. 

13. During your examination of the books of the Holly Manufac- 
turing Company for the year ending December 31, 193 A, you 
notice the following: 

Common Stock Authorized, Issued, and Outstanding 

100,000 shares at $1000 $1,000,00000 

Treasury Stock, at cost, bought January 10, 193 A, shown 
as an asset, 4,000 shares at $25.00 100,000 00 

The treasury stock is carried as an asset because, you are 
informed, the stock was purchased to sell to the employees 
of the company. Dividends on the common stock are $2.00 
per year. An examination of the dividend records and of the 
Surplus account shows that the dividends paid in 193A 
amounted to $200,000. The Dividends Received account 
shows $8,000 as being received on the treasury stock; these 
dividends were closed through profit and loss back to surplus. 
If you, as auditor, are not in accord with the policies of the 
company and if the company gives you full permission to 
make all necessary adjustments, what adjustments do you sug- 
gest? The books have not been closed. 

14. Name the sources from which the stock dividend may be paid. 

15. Under what conditions may dividends be paid from capitaP 

16. {a) What is a stock dividend? {b) What are the sources of 
a stock dividend? {c) What is the effect upon corporate net 
worth when a stock dividend is paid? {d) What is the effect 
upon the net worth of the individual stockholders when a stock 
dividend is paid? (e) Does any harm result from declaring a 
stock dividend from reappraisal surplus? 

17* Outline the procedure you would recommend for an audit of 
dividend paid. 
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1 8. The audit of companies A, B, C, D and E shows that each has 
cumulative dividends in arrears at a certain date. Each has 
sufficient free surplus to cover the dividend. 

Company A does not show the accumulation in the balance 
sheet but appends a footnote to the balance sheet indicating 
the amount of the accumulation. 

Company B shows the dividend in arreais as a current liability; 
surplus has been debited. 

Company C ignores the dividend. 

Company D sets up a reserve for unpaid dividends, out of sur- 
plus. 

Company E shows the dividend account as a current liability; 
it debited “Dividends,” which it shows as a deduction from 
surplus in the balance sheet. 

Which company or companies followed the correct procedure? 
Explain. 

19. What is: (a) Earned surplus^ (b) Capital surplus? (c) 
Donated surplus? (d) Paid-In surplus? (e) Unearned sur- 
plus^ 

20. All the capital stock of the Hoffman Company is subscribed. 
The stock consists of 20,000 shares of a par value of $100 per 
share. On December 31, 193A, $50 per share has been received 
on all of the subscriptions. The business has been quite suc- 
cessful and continued to be during 193B, the Earned Surplus 
account showing a balance of $4,000,000 on December 31, 
193B. At the first board meeting in January, 193C, a motion 
was passed to make the stock, of which $50 per share is still 
uncollected, fully paid. You, as auditor, are called in to give 
your advice as to how the motion should be brought into the 
records. 

21. (a) May surplus arising from reappraisal be used in your state 
for the declaration of (/) cash dividends? (2) Stock dividends? 
(b) Does a stock dividend declared from reappraisal surplus 
affect (a) the net worth of the receiving stockholder? (b) The 
net worth of the declaring company? 

22. The Luvel Company calls you in to attend a board meeting. 
The chairman of the board presents the following statement: 
“The trust indenture of our recent bond issue provides for 
the creation of a sinking fund and also for the creation of a 
sinking fund reserve out of profits, to be kept at the same sum 
as the sinking fund The proceeds of the bond issue are being 
used, in accordance with the trust indenture, to construct the 
new building next door. We, the members of this board, are 
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of the opinion that, as the sinking fund reserve is being created 
out of profits, it is therefore unnecessary to establish a reserve 
for depreciation on the new building and if we did estab- 
lish a reserve for depreciation, we would, in effect, be offering 
the building protection in excess of all reasonableness. We 
desire to know if we are correct in our contention.” What is 
your reply? 

23. The Elkton Company, on January i, 193 A, issued $500,000 
of 6% cumulative preferred stock and $1,000,000 of no-par 
common. A redemption fund was established under the fol- 
lowing conditions: “Each year the company shall set aside 
in a redemption fund, 25 per cent of its yearly profits, for 
the purchase and retirement of the preferred shares at a price 
not to exceed $110 per share. The fund shall accumulate 
regardless of purchases and regardless of increased monies in 
the fund.” The profit for the current year 193A was $200,000, 
and a fund of $50,000 was established at the end of 193A. In 
January, 193B, the Elkton Company purchased for retirement, 
450 shares at $105 per share. You are required to draft the 
entries for the establishment of the fund and for the purchase 
and retirement of the stock. 

In the charter of the Oakley Company is a clause to the effect 
that an amount of money equal to 2 per cent of the originally 
issued $100 per share preferred stock is to be turned over to a 
redemption fund for a period of 50 years. After the stock has 
been outstanding for 10 years, it may be purchased from the 
redemption fund at a price not to exceed fiio and may be 
retired, but premiums and discounts may not be charged and 
credited to the redemption fund. This is considered neces- 
sary so that the fund will not be depleted if all stock is retired 
at a premium and thereby affect the fund. In 193 A, the 
eleventh year of the existence of the fund, the company buys 
1,000 shares at $105 and later in the same year $1,000 shares 
at $95. You are called in to prepare the entries for the two 
purchases and retirements. 

The following accounts appear on the books of the Hill Com- 
pany. 

Sinking Fund 

Reserve for Sinking Fund 

The trust indenture does not require that the reserve be kept 
equal to the fund. As a matter of good practice, do you think 
that the reserve and the fund should be kept at equality? 


. $500,000.00 
.... 350,00000 


24. 
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26. The Duluth Deposit Company, a mining corporation, has a 
bond issue of $200,000 outstanding. The deed of trust calls 
for the establishment of a fund for the redemption of the bonds 
at maturity. In your first audit for the year ending December 
31, 193A, you discover that the fund is $45,000 below the 
stipulated amount. It stands at $95,000 and should be $140,000. 
As auditor, what action will you take? 

27 The Elm Company issued $50,000 of bonds on January 2, 
1 93 A. They are 5%, first mortgage, 10 year bonds. The 
trust indenture calls for the payment of $5,000 at the end of 
each year into a sinking fund. A sinking fund reserve is to be 
established which will always be equal in amount to the sink- 
ing fund The sinking fund will earn 4 per cent annually. 
Draft all necessary entries at the end of 193A, 193B, and 193C. 

28. During your audit of the Walnut Company, you find that 
secret reserves constantly are being created. Do you consider 
it your duty to mention the secret reserve situation in the 
results of your audit^ Why? 

29. (a) What are three methods of creating a secret reserve^ 
(b) As auditor, how will you proceed in order to detect secret 
reserves^ (c) Are the interests of stockholders affected by 
the creation of secret reserves? (d) Explain how the interestes 
of minority holders might be seriously affected by the creation 
of secret reserves. 

30. During your audit of the Dexter Company, you discover an 
account. Reserve for Contingencies, with a balance of $600,000. 
What will be your interest in the account^ 

31. The accompanying Reserve for Contingencies account appears 
upon the books of the Pettibone Company as of December 31, 
193B. 



Debit 

Credit 

Balance, January i, 193B. . 


$2,000,000.00 

Recovery of Bad Debt ... 


100,000.00 

Capitalized Miscellaneous Incomes . . 

Bond Discount Amortized 

. . $ 50,000.00 

100,000 00 

Inventory Adjustment (193B), Excess of C over 
Reserve for Sinking Fund, Bonds Retired 

M 900,000 00 

500,000.00 

Profit on Sale of Capital Assets . . . 

Balance, December 31, 193B 

. . . 2,000,000.00 

250,000 00 


$2,950,000.00 

$2,950,000.00 


The books of the company, which have been closed^ show a 
profit for 193B of $500,000. What is the correct profit? 

32. During your audit of the Dillon Company for 193 A, you find 
the following entry set up at the end of the year: 
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Surplus $40,000.00 

Reserve for Inventory Declines $40,000.00 

To set up a reserve as follows* 

Cost Market Reserve 

Inventory on hand $100,000.00 $90,000.00 $10,000.00 

Expected future declines for 

inventory on hand 25,000.00 

Expected future declines for 

inventory on contract order 40,000.00 35,000.00 5,000.00 


$40,000.00 

There “are no sales orders to serve as protection against the con- 
tract orders placed before the market started to drop. As 
auditor, do the foregoing entry and explanation satisfy you^ 

33. The Fireless Heater Company asks you to prepare sample 
entries for them in connection with their new policy of carry- 
ing their own insurance. The assets of the company which can 
be destroyed by fire amount to $50,000. The surplus of the 
company amounts to $150,000. Prevailing interest rates are 
I per cent for six months, and the company does not want to 
take earnings from this source to profit and loss, because of 
periodic additions to the value of the burnable assets. Draft 
entries for the company, in order to give expression to the in- 
ception of the necessary accounts, and also draft the enU'ies at 
the close of the first interest period. 

34. The Rutledge Manufacturing Company has widely distributed 
plants and carries its own fire insurance. The treasurer insists 
that an expense account should be charged and a fire reserve 
credited annually with an amount equal to the premiums that 
would be paid if a fire insurance company were used. The 
president contends that the insurance reserve should be estab- 
lished by a charge to surplus, as a fire expense is not an expense 
of operating the business. You are called in to settle the 
argument. 

35. The Carlton Company owns its present plant site and also owns 
the vacant land adjoining the present plant. The business of 
the Carlton Company has been gradually growing, and at some 
future date the company expects to construct additional plant 
facilities on the empty land. Consequently, the company annu- 
ally sets aside, out of surplus, the amount of $50,000, expecting 
that in 10 years it will build a new structure, {a) What title 
will the company give the $50,000 annual appropriation^' (b) 
Is the accumulated amount in the account available for divi- 
dends? 

36. Your client has been told that he should establish (a) a reserve 
for repairs and {b) a reserve for replacements. He does not 
understand these two reserves, and calls you in for advice. 
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{a) Explain the reserves to him. 

{b) Demonstrate how they are established. 

{c) Demonstrate how they are used. 

(i) Show him how they are handled in a balance sheet. 

{e) Tell him how the two reserves are audited. 

37. Which of the following are true net worth reserves^ 

{a) Reserve for depreciation. 

{b) Reserve for undeclared dividends. 

{c) Reserve for amortization of leasehold. 

(i) Reserve for unamortized discount on bonds held as in- 

vestments. 

{e) Reserve for bond sinking fund. 

(f) Reserve for prepaid leasehold. 

(g) Reserve for premmni on future bond redemption. 

{h) Reserve for contingencies. 

(i) Reserve for bad debts. 

(7) Reserve for insurance. 

{k) Reserve for fixed asset appraisals. 

(/) Reserve for future decline in inventory. 

{ 7 n) Reserve for future sales discounts. 

(72) Reserve for plant extensions. 

{0) Reserve for maintenance. 

38. From the standpoint of fraud only, give at least two reasons 
why the auditor should watch carefully debits and credits to 
partners’ personal accounts 

39. A. Kyte and B. Kyte, partners, engaged in the wholesale dry 
goods business, have borrowed $10,000 on a two year note 
from Michael Gebhart. The loan is credited to the capital 
account of A. Kyte, with the consent of B. Kyte. As auditor, 
what action will you take in this situation^ 

40. During your audit of the books of X, Y and Z, partners, what 
will be your guide in the following circumstances, and what 
action will you take in each instance^ 

{a) In determining the division of profits? 

{b) In determining the division of losses^ 

{c) In the event that the drawings of one partner are below 
his permitted amount? 

{d) In the event that the drawings of one partner are above 
his permitted amount^ 

41. You are auditing the firm of A, B, C, D, E and F, a partner- 
ship. You are partictilarly interested in determining whether 
the individual partners’ Personal and Capital accounts are cor- 
rectly stated. What course will you follow to assure yourself 
that everything in connection with these capital accounts is 
in order? 
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Genetcil 

This chapter deals with the treatment of the profit and loss 
accounts both in the customary balance sheet audit and in the 
balance sheet audit with a review of operations. The detailed 
treatment of profit and loss accounts for more detailed audits 
is deferred to Chapter XXII. The expense and income accounts 
carry the details which, when closed to the Profit and Loss ac- 
count, summarize the changes taking place in the ownership of 
the business. As indicative of proprietorship change, the aucfitor 
regards the verification of expense and income accounts as a fur- 
ther or more extensive verification of the surplus or other net 
worth accounts. The final result of any business transaction 
comes to rest in the net worth accounts, and the expense and 
income accounts are merely temporary net worth accounts. At 
first glance, it might appear as though surplus and consequently 
expense and income accounts have been verified, provided each 
asset and each liability, each capital stock account and dividends 
are verified. It is possible, however, that overstatement of 
both expense and income might be missed on the verification of 
assets and liabilities. Also, expenses may have been capitalized 
and incomes understated and the understatements missed in the 
asset and liabihty verification. Therefore it is necessary to exam- 
ine the expenses and incomes in order to be certain that assets 
and liabilities are correct. In addition, income credits may show 
as revenues earned, but ail revenues earned may not have been 
recorded as income; direct omission may have taken place, or 
mistakes may have been made. Inventory losses may have been 
taken up in the gross profits division of the statement of profit 
^tid loss, this has the effect of distorting normal gross profit per- 
centage figures and should be treated as a nonoperating ex- 
pense. Cost of sales items may be incorrectly shown as expenses, 
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or vice versa. Purchase discounts and sales discounts may be 
treated differently in different years. These conditions and all 
of an allied nature must be carefully watched and investigated 
by the auditor, so that all real and nominal accounts are shown 
correctly. 

Balance Sheet Audit 

In a balance sheet audit, only those profit and loss accounts 
showing a direct relationship to the assets or liabilities are inves- 
tigated. Examples of such accounts are repairs, taxes, loss on 
inventory devaluation, loss on sale of fixed assets, patent expense 
and depreciation. 

The Repairs account is analyzed at the time the Properties 
account is audited. This is a necessary procedure for asset veri- 
fication, as charges which should have been capitalized may have 
been charged to repairs, causing an overstatement of expenses 
and the creation of a secret reserve. The analysis and verifica- 
tion of repairs consists of inspection of invoices or pay rolls, or 
both, to determine the correctness of both the amount charged 
and the account classification. Only items of substantial amount 
need be checked. 

The necessity for determination of correct tax expense arises 
in the verification of the liabilities. AU tax bills paid during the 
period must be inspected to determine if they are applicable to 
past, present or future periods. An inspection of paid tax bills 
also gives the auditor an idea as to the amount of taxes which 
properly should be accrued at the date of the balance sheet. 
These accruals, together with unpaid tax bills on hand, consti- 
tute the tax liability at the balance sheet date. Thus, while veri- 
fying this liability it has been necessary for the auditor, at the 
same time, to audit the related expense. In verification of the pay- 
ment of the taxes, for which paid receipts are on hand, the 
auditor should inspect the respective canceled cheques on hand. 
This is further proof that the taxes are actually paid and not 
merely stamped paid to cover a liability. 

Loss on inventory devaluation is necessarily calculated at the 
time of inventory verification. It is taken from a column placed 
on the price verification sheets for that purpose. Profit or loss 
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on the sale of fixed assets is determined by the auditor, and the 
entries, are inspected at the time he verifies the change in the 
fixed assets accounts. Patent expense is determined in connec- 
tion with correct valuation of the asset patents. Depreciation 
must be calculated by the auditor when verifying the reserve 
accounts. 

Operating income and operating expenses other than those 
closely associated with asset valuation or liability determination 
are not verified in a balance sheet audit. If a profit and loss state- 
ment is desired with only a balance sheet audit, the auditor ren- 
ders the statement, using book figures, but mentions both in his 
report and in his certificate that the profit and loss statement is 
prepared from the book figures, not by audit. If a certified 
profit and loss statement is desired by the client, then the scope 
of the audit must be enlarged to include a review of operations. 

Balance Sheet Audit 'with a Revie'w of Operations. — If, dur- 
ing any audit, the original entries are examined and verified and 
the postings traced to the ledger accounts, the expense and in- 
come accounts are automatically verified. This procedure is 
quite customary to the extent of limited tests. In any audit, the 
auditor must at all times realize his responsibility for a true and 
accurate portrayal of all conditions surrounding the business, 
and as a result, he must always do sufficient work to assure him- 
self and his client that the balance sheet and statement of profit 
and loss truly represent an honest business condition. The 
amount of verification of the individual expense and income 
accounts must be decided by the auditor. Naturally the deci- 
sions of the auditor will be tempered by several conditions, pri- 
mary among which are ( i ) the general type and purpose of the 
audit, (2) the nature of the certificate to be submitted with the 
audit report, (3) the condition and accuracy of the accounting 
and statistical data, (4) the size and extensiveness of the client’s 
business, (5) the system of internal check in operation in the 
company, (6) the account classification in operation and (7) the 
arrangements made with the client during the stages preliminary 
to the audit. The greater the degree of effectiveness of the sys- 
tem of internal check and the better the accuracy of the account- 
ing data, the less the necessity for detailed auditing. In a review 
of operations, test periods of from one to three months are com- 
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monly chosen for the detailed verification of transactions. If the 
percentage of errors is low for the test periods, it may reason- 
ably be concluded that the same low percentage applies to the 
remaining months, and consequently no further detailed work 
is necessary. In a one, two or three month test period, if the 
percentage of errors is large or if the nature of the errors is seri- 
ous, additional work may be necessary if a certificate is not to 
be drastically quahfied and if any assurance is to be offered of 
the correctness of the final statements. As stated in a preceding 
chapter, a completely detailed audit is almost a thing of the past. 
At the present time, a test period is selected in accordance with 
the foregoing factors, which is accompanied by a detailed veri- 
fication of any highly important profit and loss accounts or items 
within the accounts. Profit and loss statements are as important 
as balance sheets, as they show the sources of income and the 
expenses, both of which affect the balance sheet. Bankers, who 
formerly considered the balance sheet as prima facie evidence 
of a good or bad credit risk, now look to the statement of profit 
and loss as being equally important. As a result of profitable or 
unprofitable operations, loans are or are not paid. 

The auditor has one of his most powerful sources of service 
in his analyzation of expense and income accounts. Through 
suggestions for methods of acquiring increased income or de- 
creased expenses, he can serve the profit purposes of the client. 
This work will include: 

1. The scrutinizing of all expense and all income accounts. 

2. The investigation of all pronounced fluctuations. 

3. The comparison of expense accounts of one year with those 
of preceding years and the investigation of the reasons for 
the unaccounted for changes. 

4. A percentage comparison of each expense account with net 
sales or gross profit. 

5. A percentage comparison of gross profit with sales with the 
idea of determining fluctuation causes. 

It is, of course, impossible to draw a program in minute de- 
tail for income and expense verification because of strictly local 
conditions surrounding each company and each audit and be- 
cause verification is so frequently limited to scrutiny, compari- 
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sons and analyses. A general program may be summarized as 
follows: 

1. Expense and income accounts are principally audited when 
original record entries and postings are verified. 

2. Selected accounts should be analyzed to obtain an idea of 
whether or not they are normal, in view of changes in prices 
and in sales volume. 

3. The legitimacy and accuracy of large expense accounts 
should be investigated. 

4. Proper distinction should exist between capital and re\ enue 
expenditures. 

5. Expense accounts should be watched to be sure that related 
asset and liability accounts are correct. 

6. A test period should be chosen for verification of selected 
items of expense and income. 

7. Productive assets should be watched to be certain that income 
therefrom is recorded 

The statement of profit and loss for the period under audit 
should be constructed in conformity with sound practice and 
should at all times be so prepared that all necessary and desirable 
information is shown. While examining the statement of profit 
and loss and the various profit and loss accounts, the auditor 
must watch for deviations from normally consistent practice. 
Any such deviations should be fully pointed out by means of 
footnotes to the statements or in the certificate or report, so that 
distorted income and expense figures are not thereby made mis- 
leading. 

Sales 

Income should always be properly divided between operat- 
ing and nonoperating sources, so that periodic comparisons are 
not distorted and so that a true operating condition is shown. 
Usually a test of the methods employed in the recording of sales 
gives sufficient evidence of the adequacy of handling all income. 
The sales accounts should contain only the sales of the period 
under review, and if sales records have been held open or pre- 
maturely closed, the auditor must prepare adjusting entries to 
show the proper state of affairs. It should also be remembered 
that sales ostensibly made but not delivered do not constitute 
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real sales, should not be anticipated and therefore should be ex- 
cluded from sales; an expected sale may be canceled at any time. 
The only justification for taking up profits on uncompleted work 
exists in industries in which the constraction period overlaps a 
conservative accounting period. Cases of this nature are exem- 
plified almost exclusively in the heavy construction industries, 
engaged in building factories, office buildings, ships, etc. In 
such businesses, extreme care must be exercised to determine the 
validity and accuracy of the degree of completion of the con- 
tracts; otherwise, gross and net profits will be badly distorted 
between accounting periods. 

Shipping department records are examined as valid evidence 
of shipment dates, hence, they serve as the guide for the proper 
closing of the sales accounting records. An examination of the 
inventory accounts also reveals whether the sales records are 
promptly closed. A comparison of the sales analysis also might 
reveal a pronounced increase or decrease in sales toward the end 
or the beginning of a period, thereby possibly indicating late or 
premature closing. For the last month of the accounting period, 
the auditor should check the sales invoices against the sales jour- 
nals to see that all are recorded, and he should check the sub- 
sidiary accounts receivable ledgers to see that proper, and not 
fictitious, persons were charged. The sales figures shown should 
represent net sales prices; that is, the sales prices should not in- 
clude such things as trade discounts, quantity discounts and 
freight charged to the customers. Cash discounts may or may 
not be deducted, depending upon the cash discount policy of 
the company. 

For a manufacturing concern, sales should be classified by 
products; for a mercantile concern, they should be classified by 
departments and, in some cases, by products according to de- 
partments. Many other classifications are possible, but these are 
essential for the auditor in order properly to analyze a business 
and advise his client. The analysis should be prepared to show 
monthly changes and yearly comparisons. (See the illustrative 
audit.) 

It is sometimes possible to verify roughly the accuracy of 
sales figures by computing the number of units sold and multi- 
plying by the sales price. This is usually possible only if com- 
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modities are few in number. The formula for such a test is: 
Units of inventory at the beginning of the period, plus units 
manufactured (or purchased), minus the units in the ending 
inventory, equals the units sold during the period. 

If a balance sheet audit calls for detailed checking of the 
transactions for a certain part of the year, tests should be made 
of the following items: 

1. The prices appearing on sales invoices are compared with 
the prices appearing in price lists, catalogues or on the mer- 
chandise. 

2. Extensions and footings on sales invoices are tested to ascer- 
tain clerical accuracy. 

3. The invoices or their daily totals are traced to the sales 
records for selected test periods. 

4. Cash from cash sales is traced to the bank, through the cash 
receipts records. 

5. If sales are on account, tests of the accuracy of subsidiary 
accounts receivable ledgers are made. 

6. Dates on the sales invoices arc watched to see that the 
records are promptly closed and to avoid the predating or 
postdating of invoices. 

Other Income 

The best practice for nonoperating income is to verify it in 
detail regardless of source; the sources usually are dividends, 
interest, purchase discounts, rebates, rentals and sales of capital 
assets at a price in excess of book value. The important decision 
for the auditor is the determination of the correctness of show- 
ing these items as income, expense deductions or direct capital 
credits; his duty lies in properly enlightening the reader of the 
profit and loss statement of the effect of unusual and large items 
on the normal proceedings of the company under audit. In the 
event that all nonoperating income is shown in one ledger ac- 
count, the auditor should analyze the account and separate the 
component parts for statement purposes. Income from such 
sources as dividends, interest, rentals and sales of capital assets is 
ordinarily verified at the time of auditing the assets and their 
related reserves. The profit and loss working papers are cross- 
indexed to the asset account, and the asset working paper is 
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cross-indexed to the profit and loss accounts. Purchase discounts 
are verified in connection with the cash and accounts payable 
verifications. 

Returned sales accounts are scanned and compared with 
those of former years. If desired in any particular audit, an 
analysis of returned sales may be prepared. Tests of return 
memos may be made to determine that the proper sale return 
account is charged and to see that the return is properly ap- 
proved. The purpose in an analysis of sales returns is to deter- 
mine the reason for the return and to suggest alleviative 
measures. Sales returns occurring immediately after the end of 
the accounting period must be investigated carefully to ascertain 
that the sales made during the period were legitimate and that 
the returns are not merely the result of unauthorized shipments 
made during the period under audit. Such shipments might be 
made for the purpose of window-dressing the balance sheet by 
showing a profit for the period, which profit had not been and 
would not be realized. 

Consigned merchandise records must be carefully watched 
to see that profits are not taken up at the time of consignment 
and to determine that they are brought into the records at the 
time of sale by the consignee, even though the consignee does 
not advise the consignor of the sale until a later date. 

Cost of Sales 

Cost of sales for a manufacturing concern includes the net 
change in value between the beginning and the ending (valued 
at cost) inventory, for raw material, work in process and fin- 
ished goods, the net purchases, freight-in, sales taxes, storage, 
duties, direct labor and all the manufacturing or factory ex- 
penses. In a balance sheet audit, the inventory verification takes 
care of the work in connection with the beginning and ending 
inventories of raw material, work in process and finished goods. 
The inventories stated in the balance sheet should conform to 
those shown in the statement of profit and loss. Losses taken up 
owing to the difference between the cost and the market value 
of ending inventories should not be shown in cost of goods sold. 
They should be treated as a nonoperating expense because 
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( I ) the gross profit percentage figures are distorted if they are 
treated differently and (2) the inventories are on hand and have 
not been sold. 

Manufacturing expenses, included in cost of sales, are con- 
sidered under “Expenses,” later in the chapter. 

In order adequately to confirm the accuracy of cost of goods 
sold, purchase records must be verified for selected periods, usu- 
ally at least the last month of the year. Receiving room reports, 
invoices and subsidiary accounts payable data should be checked. 
Receiving room reports are test-checked against the stock rec- 
ords to test the accuracy of the stock records and to be sure that 
all material received is actually sent to the stock room. Stock 
requisition summaries should be inspected and traced to stock 
records and to work in process records further to ascertain that 
stock records are properly kept and that the work in process is 
correctly charged for materials put into process. Gross profit 
should be compared on a yearly basis, and the ratio of gross 
profit to sales should be computed and compared with that of 
former years. A complete study should be made to determine 
the causes of fluctuations in gross profit percentage so that causes 
of increased or decreased profits may be pointed out and so that 
possible remedial measures may be started for correction of a 
bad trend or for promotion of a desirable trend. The audit re- 
port should contain a full description of the causes, effects and 
suggestions made in connection with the analysis of gross profit. 
Causes might include changes in selling prices, changes in vol- 
ume, changes in material, labor and overhead, errors in inven- 
tories, errors in recording purchases and sales, and others. 

Expenses 

The amount of work to be performed in connection with 
expenses is dependent upon the practices of the company under 
audit. Some companies meticulously classify expenses, while 
others use a very few accounts for them. The first duty of an 
auditor in either a review of operations or a detailed audit is to 
determine that the classifications are sound and permit obtain- 
ing enlightening information concerning operations. In an ini- 
tial engagement, the auditor will of necessity do more work in 
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connection with expense verification than he will in succeeding 
visits, because on an initial visit he is not familiar with the classi- 
fication and methods of handling expenses. 

Variations in the same expense from period to period should 
be carefully watched and investigated, on the basis that any ex- 
pense account, if not properly controlled, tends to rise. Also, 
an analysis of variations in expenses may lead to the detection 
of fraudulent transactions or fictitious entries. In certain in- 


stances, some expense accounts must be analyzed in detail in 
order to determine the composition of the account, its fluctua- 
tions and to see that proper distinction is being carried out be- 
tween capital and revenue expenditures. On the other hand, 
many expense accounts are simply scanned. In some cases, 
authorizations of amounts appear, and if the expense charges 
agree with the authorizations, the auditor has performed his duty. 

The use of percentage figures is advisable if points of impor- 
tance and significance can be portrayed in a forceful manner. 
Percentage figures must be used with nice discrimination in 
order to avoid confusion. Consider the effectiveness of the 


following. 


193A 193B 

Sales . . $500,000 $1,000,000 

Cost of Sales 300,000 600,000 

Percentage of cost of sales to sales. . 60% 60% 

Gross Profit ... 200,000 400,000 

Percentage of gross profit to sales 40% 40% 

Selling Expenses 100,000 150,000 

Percentage of selling expense to sales 20% 15% 

Administrative Expenses 50,000 75 ^^^ 

Percentage of administrative expense 

to sales 7 Vi % 

Net Profit 50,000 175,000 

Percentage of net profit to sales . 10% i7Vz% 


Percentage 
Increase 
OR Decrease 

I93B OVER 193 A 

50% 

50% 

o 

50% 

o 

33 %% 

~ 5 % 

33%% 

71% 

7/2% 


Consideration is given first to those manufacturing accounts 
commonly associated with cost of sales. 

Factory Expenses. — Depreciation. Depreciation charges are 
ordinarily verified in connection with the audit of the fixed or 
depreciating intangible assets and the valuation reserves. The 
computations should be traced to the depreciation expense ac- 
counts. The same method of depreciation should be used in sue- 



374 


Auditing 


cessive years. If depreciation on a building is divided between 
the manufacturing division and the administrative and selling 
divisions, the auditor must see that proper distribution is made. 
If fixed assets have been appreciated, he must watch to see that 
the depreciation expense charge is properly handled. 

Taxes. Tax accounts usually need analysis for proper manu- 
facturing, administrative and selling distribution, unless separate 
accounts are carried for each type of tax, and even in the latter 
case the auditor must watch the classification distribution made 
of each account so that manufacturing, administration and sell- 
ing costs are correctly stated. If accrued liabilities are created 
for future taxes payable, the tax verification is audited in con- 
junction with the current liabilities; in such cases, the adequacy 
or inadequacy of the amounts must be checked. Federal income, 
state income, real estate assessment, capital stock, excess profits 
and local improvement taxes are not included as a manufactur- 
ing cost. 

Pay Roll. Every concern has its own method of handling 
its pay roll. In a balance sheet audit, the auditor must be familiar 
with the method. If internal control is questionable, the amount 
of detailed work is increased, but in any event, inquiry should 
be made as to who prepares the pay roll, who verifies it, who 
approves it, who pays the employees, whether they are paid by 
cash or by cheque and who authorizes increases and decreases. 
This investigation is made for the purpose of judging the effec- 
tiveness of the internal procedure. The auditor should test-check 
time cards and job tickets, pay roll lists, pay roll exten- 
sions, pay roll footings, pay roll vouchers and the method of 
payment. After assuring himself that the pay roll is adequately 
safeguarded and preparing any notes for suggestions for im- 
provements, the auditor must see that proper distribution of the 
wages is made as between direct and indirect factory labor. 

Maintenance. Maintenance charges should receive consider- 
able attention in order to ascertain that distribution is to the cor- 
rect accounts and departments and that expenses and capital 
charges are not confused. Tests should be made of maintenance 
invoices and internal shop repair orders to determine their pro- 
priety. Some concerns will have stipulations that all repairs in 
excess of, say, I500, be charged to depreciation reserves and all 



Profit and Loss Accounts 


375 


amounts below that figure charged to expense; other concerns 
consider each case as it develops. The accuracy of following 
regulations must be watched by the auditor, and he must not 
hesitate to comment when, m his opimon, good judgment is not 
being used. Maintenance accounts are analyzed for the com- 
parative data they yield between periods and between different 
kinds of similar fixed equipment. 

Insurance. Insurance expense commonly is taken care of in 
the audit of the deferred charge. The auditor must see that ex- 
pense prorations between the factory and other divisions are on 
a correct basis. 

Heat, Light, Power. Heat, light, and power charges should 
be compared on an annual basis, and where desirable, analyses 
prepared of the relative cost of purchased and developed serv- 
ices. Decrepit equipment and faulty maintenance often cause 
these expenses to mount, and adverse and favorable trends must 
be mentioned. 

Other Factory Expenses. Other factory expenses must be 
scrutinized and, where necessary, analyzed. 

Selling, Administrative and Financial Expenses. — Considera- 
tion is now given to selling, administrative, and financial ex- 
penses. 

Delivery Expenses. Delivery expenses are rapidly becoming 
a more important item in the conduct of most businesses than 
they were in the past. Delivery expense accounts may merely be 
scanned to see that all expense charges are proper; or, in a de- 
tailed audit, one may go to the other extreme of a full and com- 
plete analysis of each item of delivery expense for each territory, 
commodity, truck and driver. Truck operating costs compiled 
on a comparative basis often reveal the efficiency of the equip- 
ment and the drivers. 

Commissions. Sales commissions are verified by inspecting 
sales and commission reports and comparing the figures thereon 
with the ledger records. Tests of the accuracy of the computa- 
tions should be made. Commissions appearing in the ledger 
accounts should conform to the same figures shown in the state- 
ment of profit and loss. 

Depreciation. Depreciation on selling equipment and on ad- 
ministrative facilities is ordinarily checked at the time the assets 
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and the depreciation reserves are audited. Depreciation on de- 
hvery equipment must be rather carefully watched in order to 
determine that trade-ins and discarded equipment are properly 
handled through the accounts. Disposition loss is not taken up 
through depreciation expense, nor is it ignored by a credit to 
the discarded asset at sales price; it is handled through separate 
accounts. Arguments sometimes arise as to where selling and 
administrative expenses meet; in the last analysis, there is no 
clear line of demarcation between them, and the auditor should 
follow the practices of his client, provided these practices are 
reasonable. 

Rent. Rent expense is easily verified by inspecting the leases, 
the rent receipts and the cheques in payment of rent. Sublease 
income may be credited directly to the Rent Expense account or 
may be shown separately. 

Salaries. Executive salaries, whether they be in connection 
with administration or selling functions, are verified by examin- 
ing employment agreements, normally found in executive com- 
mittee actions or in the minutes of the board of directors. If 
desired, the accounts may be analyzed in order to show favorable 
or unfavorable trends. Others salaries are verified by pay roll 
and canceled cheque examination. Cash disbursements records 
and voucher records are examined to determine if salaries have 
been paid in advance. 

Bad Debts. Bad debts expense is ascertained in connection 
with the accounts receivable and the establishment of the reserve 
for bad debts. All separate bad debts analysis sheets are cross- 
indexed to the accounts receivable working papers. 

Financial Expenses. Financial, or nonoperating, expenses 
arising in connection with bonds, mortgages, notes payable, fixed 
asset losses, investment sale losses, inventory adjustments, fire 
losses, sales discounts, and so on, should be carefully investigated 
to determine that computations are correct and that the expenses 
do not appear as a part of general operations. Most of these 
expenses are verified in connection with the liability and asset 
accounts involved. All profit and loss working papers are cross- 
indexed to the proper asset and liability accounts. 

The forms adopted for expense and income analysis natu- 
rally are more susceptible of variation than are working papers 
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( 18 ) 



Adjustments 


Books 

Dr 

Cr 

Audit 

Depreciation — Office Equip- 
ment See ( SB ) 
Depreciation — Office Furni- 
ture See (80 

$ 1.500 00 

800 00 

(8 B ) $300 00 

(80$ 50 00 

? 1,800 00 

750 00 

Total 




? 2,550 00 

Insurance Expense See Pre- 
paid Insurance 

1.650 00 



$ 1,650 00 

Taxes — Franchise 

Taxes — Intangible See Pre- 
paid Taxes 

300 00 

400 00 


(9 X ) 200 00 

$ 300 00 

200 00 

Total 




$ 500 00 

Salaries Office — 

James Delaney, Pres 

John Dunbar, Treas 

Jack Dory, Sec 

17.000 00 

15.000 00 

1 1 .000 00 



$17,000 00 

1 5.000 00 

11.000 00 

Total 




$43,000 00 

Salaries Office — 

Manager, Production, to 
Factory 

Manager, Sales 

Manager, Promotion 

6 Accounting Clerks 

6 Stenographers 

14 Other Clerks 

10,000 00 
8,000 00 
8,000 00 

1 2,000 00 
7,500 00 

1 5,000 00 


(9 X ) 10,000 00 

$ 8,000 00 
8,000 00 

1 2,000 00 
7,500 00 

1 5,000 00 

Total 




$50,500 00 

Office Supplies See De- 
ferred Supplies 

Postage 

1 ,000 00 
666 00 


(9 F ) 200 00 

$ 800 00 
666 00 

Total 




$ 1,466 00 

Contributions* 

Red Cross 

Community Chest 

Local Church 

Y M C. A. 

1 .000.00 
5,000 00 
500 00 
500 00 



$ 1,000.00 
5,000.00 
500 00 
500 00 

Total 




$ 7,000 00 





E F H. 


Form 23 — Administrative Expenses 


Note Forms similar to this, or varying to suit individual needs and purposes, are 
prepared for each expense classification. 
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for assets, liabilities and net worth items. The forms must always 
be designed with the idea of setting forth the desired informa- 
tion in the most enlightening manner. The particular ends 
sought in any designated engagement also serve as a guide to 
working paper design. In some audits, a separate working paper 
may be constructed for each item of expense, whereas in other 
audits, one working paper may be used upon which to record 
the data for all expenses. A working paper for the analysis of 
administrative expenses is shown in Form 23, other forms are 
shown in the illustrative audit. 


QUESTIONS AND PROBLEMS 

1. In a balance sheet audit, why might you decide to compare 
sales for the last two weeks of the audit period with shipping 
room records^ 

2. What effective tests might you apply during an audit of the 
records of a large university to be reasonably certain that all 
tuition income is accounted for in a proper manner^ 

3. Using the bonds listed below as an example, demonstrate how 
you could verify the total interest income earned during the 
year 193 A without actually verifying the income from each 
separate bond. 


Katf Acquired Sold Par Total 

5% Feb. 10, 193A $i,ocx).oo $3,00000 

5% Mar. 8, 193A Dec. 9, 193A 1,000.00 4,000.00 

6% Apr. 3, 193A Nov. 6, 193A 1,00000 5,000.00 

6% Apr. 29, 193 A 1,000.00 6,000.00 

6 % June 15, 193A Dec. 20, 193A 1,000.00 7,000.00 

4. During your^ first audit of the Time-Deposit Furniture Com- 
pany, you discover that a Deferred Gross Profits account is 
not used, all installment sales being credited to the Installment 
Sales account and then closed directly to profit and loss. All un- 
collectible accounts have been charged oflF as bad debts expense, 
but a reserve for bad debts is not maintained. Do you con- 
sider the procedure proper? 

5. You are retained by the stockholders of the Downing Com- 
pany to audit the books of the company. Several of the stock- 
holders are of the opinion that profits might be overstated; the 
basis for their suspicion lies in an arrangement whereby the 
president, vice-president, treasurer and secretary receive, in 


Bond 

Superior, Ists 

Ontario, 1st cons. . . . 

Erie, Ists 

Michigan, Ists 

Huron, Ists..... 
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addition to their salaries, a bonus of certain amounts, based 
upon a percentage of the profits. 

{a) List the steps that the officers could take in order to 
overstate profits. 

{b) List the procedure that you would follow to reveal the 
overstatements, 

6. During your examination of the Lorr Company, your compu- 
tations show that the gross profit on sales is 42 per cent of 
sales. An examination of the inventory records kept under 
the retail inventory method shows that no item carried is 
marked to sell at a gross profit in excess of 40 per cent of sales 
price. What will you do? 

7. The X-Ray Equipment Company spends 1 10,000 constructing 
a special building for the erection of certain large x-ray equip- 
ment to be made under contract for the Burton Health Labora- 
tory. The X-Ray Equipment Company has charged the $ 10,000 
to a Buildings account. Will you permit the charge to stand 
for balance sheet purposes^ Why or why not^ 

8. The Springfield Company has closed its books and has dis- 
covered, to its surprise, that a loss for the period has been 
incurred, whereas a satisfactory profit was anticipated. You 
are called in to settle the difficulty. What accounts might you 
investigate, and how would you investigate them? 

9. At the conclusion of your audit of the Gilky Company, you 
are quite confident that all expense accounts are correctly stated 
so far as amounts are concerned. Should you examine the 
accounts any further? 

10. The following Miscellaneous account appears on the books of 
the Hess Company. The company wishes to show proper 
classifications where possible. Prepare a working paper analyz- 
ing the account and prepare the adjustments necessary to adjust 
the account in conformity with the wishes of the company. 


January 


Miscellaneous Expense (Debits Only) 

Miscellaneous 

. ... $ 50.00 

Office Supplies . 


.. 125.00 

Salaries 



750.00 

Telephone and Telegraph 


. . . 40.00 

Water 



. . . 30.00 

Rent 


. . 150.00 

Delivery Truck 


. . 960.00 

Advertising . ... 



. . . 200.00 

Community Chest 



. . 100.00 
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February Rent 

Office Supplies 
Telephone and Telegraph 

Water 

Salaries ... . . 

Insurance 

Miscellaneous 

Advertising , . . 


. . $150.00 
92 00 
. . 46.00 

25 00 
750 00 
106 00 
. 3400 

. 31000 


11. Do you think bad debts expense should be shown as {a) admin- 
istrative expense, {b) selling expense or {c) financial expense^ 

12. During your audit of a hotel which operates several large 
dining rooms, time does not permit your checking the guest 
checks in detail to the food sales accounts. What procedure 
might you follow in order to feel relatively certain that major 
discrepancies were not present^ Ignore any existing system of 
internal check. 

13. In a balance sheet audit, expense accounts are scrutinized and 
examined extensively enough to result in assurance that proper 
distinction exists between capital and revenue charges. Would 
your examination in this direction be more critical if a loss for 
the year was incurred instead of a profit^ 

14. Name three conditions under which capital expendiuires may 
be charged to expense upon incurrence. 

15. During your audit of the Faden Company, you noticed the 
following items as of December 31, 193 A 

C^) The company set aside $5,000 in a reserve for sinking fund. 
{b) The company did not provide for sales discounts on out- 
standing accounts receivable. The estimated discount is 
$1,000. 

{c) The company did not provide for sales allowance esti- 
mates on outstanding accounts. The estimated amount is 
$500. 

{d) Bonds had been issued at a discount amounting to $3,000, 
and no adjustments were made. 

(e) Factory equipment was sold at $600 over book value, and 
the profit of $600 was credited to Extraneous Profit and 
Loss. 

(f) An error was made in computing depreciation on build- 
ing. It was taken at 5 per cent and should have been 2^/^ 
per cent. The depreciation expense charged off on De- 
cember 31, 1 93 A, was $20,000. 

{a) What is the effect of each of the above on 103A profit 
and loss^ ^ 

{b) What adjustments would you make to correct the profit 
and loss statement^ ^ 
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16. During a balance sheet audit, you deem it advisable to make 
tests to satisfy yourself of the correctness of (a) wages, (b) 
sales allowances, (c) raw material purchases. What documents 
will you require and what procedure will you follow^ 

17. The Interest Expense account of the partnership of Consadine 
and Consadme shows that interest on the capital of each part- 
ner has been charged to this account. Is the procedure satis- 
factory^ 

18. The Houser Company has sales for 193 A amounting to $2,000,- 
000. There is a Miscellaneous Expense account in the general 
ledger with a debit balance of $16,000. In a balance sheet audit, 
to what extent will you verify the Miscellaneous Expense 
account^ 



Chapter XIX 

COMPLETING THE AUDIT— STATEMENTS 
Closing the Audit 

After the routine of the examination is over and the working 
papers are completed, the auditor should possess all of the data 
necessary for correction of the books, analysis of the business, 
preparation of the statements, drafting of his certificate and 
preparation of his audit report. Before leaving the offices of the 
chent, the working papers should be reviewed and then checked 
with the audit program in order to be certain that all material 
and data have been covered and gathered. No client appre- 
ciates being bothered by the constant return of the auditor be- 
cause he forgot certain things while on the premises. After the 
review, the working papers should be indexed in final form, 
bound and a table of contents prepared for them in accordance 
with the plan of indexing employed by the auditor. The work- 
ing papers should not include statements and material belonging 
to the client and lent to the auditor for his perusal while in the 
client’s offices. The auditor should be certain that he has left 
all files, books and documents in the order in which they were 
presented to him. No client likes to “clean house” after the 
auditor has gone. 

During the audit, as the auditor prepares his adjusting en- 
tries, he posts them to his working balance sheet and his work- 
ing profit and loss sheets. Before departing, he should, of course, 
close out all of his working papers, including the working bal- 
ance sheet and the working profit and loss sheets, so that he 
knows the profit and loss and balance sheet results and so that 
he has his records in balance. If the auditor has followed the 
plans set forth in this book, all adjusting entries are recorded in 
three places: ( i ) on the working papers for the particular asset, 
liability, net worth, expense or income being adjusted; (2) on 
the working balance sheet and working profit and loss sheet, and 
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(3) on the working paper for “Adjustments.” The adjustments 
should be reviewed and critically studied before leaving, with 
several points in mind when making the review: (i) the 
accounting and mathematical correctness of the adjustments; 
(2) the completeness and adequacy of the adjusting entry ex- 
planations, and (3) the client’s probable reactions to the adjust- 
ments. The auditor should operate efficiently enough so that he 
cannot be accused of accounting and mathematical errors; 
therefore a complete recomputation of all adjustments is a dis- 
tinct mark of inefficiency. Adjusting entry explanations are of 
super-importance in an audit. Some people can prepare entry 
explanations in a few words; others require many. The ideal 
explanation is as brief as possible and so clear that it cannot pos- 
sibly be misinterpreted, either by the next auditor on the job or 
by the client to whom a copy of the adjustments is submitted. 
In a new engagement, it is difficult to anticipate the client’s 
reaction to adjustments, in a repeat audit, the client is better 
known and his reactions more easy of interpretation. 

Some auditors try to incorporate only those adjustments 
which evidently will please the client; this is definitely a breach 
of moral and technical duty and is to be condemned in the se- 
verest terms. Other auditors conscientiously make all adjust- 
ments which they consider necessary and desirable. If situations 
exist wherein the proposed adjustment is simply the result of a 
difference of opimon, neither the auditor nor the client being 
incorrect, the client’s entry should be left unadjusted by the 
auditor. Too many accountants are narrow and prejudiced in 
their own pet hobbies and beliefs and, being in ignorance of the 
validity of alternative methods, bhndly insist that all other per- 
sons and their methods are incorrect. This is particularly true of 
the younger men in the profession, but is by no means limited 
to them. The profession of accounting is not in need of toler- 
ance but rather in need of education so that personal likes and 
dislikes will not injure the profession. 

A copy of the adjustments should be presented to the client 
by the auditor. In most cases' these adjustments will not be 
shown in the audit report; only the corrected results will be 
shown. The auditor should review the adjustments with the 
client’s proper personnel, so that they are fully understood and 
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appreciated. In some cases the chent will not take up the audi- 
tor’s adjustments, but in the majority of cases he is glad to do 
so. If the client does not wish to incorporate the adjustments in 
his own records, the auditor should attempt to convince him of 
the desirability of maintaining correct record data. It may hap- 
pen, and frequently does happen, that the books of the chent 
have been closed for the year before the visit of the auditor. In 
such a case, no disruption is caused if the asset and habihty ac- 
count adjustments are posted and one posting is made to surplus 
for all adjustments affecting expense and income accounts. The 
profit and loss accounts of the client are thus permitted to stand, 
but the real accounts and surplus are corrected for future peri- 
ods. The profit and loss statement of the client will clearly re- 
flect the true incomes and expenses as they stand corrected, as 
this statement is prepared by the auditor from his own working 
papers. If profit and loss adjustments are summarized, the best 
way of handling the chent’s copy of the auditor’s adjustments 
is to prepare one compound entry for them, with profit and loss 
not being charged or credited, but with Surplus being debited 
or credited instead. For example, assume that the client’s books 
have been closed, but that the auditor’s adjustments are: 


Machinery fi, 000.00 

Repairs 

Machine No, 222 was charged to expense 
upon purchase; it should be capitalized. 

Supplies Expense 500.00 

Prepaid Supphes 

To charge off $500.00 of supplies con- 
sumed during the year. 

Accounts Payable 5,000.00 

Purchases 

Voucher register was not closed promptly 
at the end of the year. 


$1,000.00 


500.00 


5,000.00 


These entries could be summarized as: 


Machinery $i,ooo.c» 

Accounts Payable. 5,000.00 

Prepaid Supplies 

Surplus 


This summanzes the adjusting entries af- 
fecting the profit and loss accounts. See 
the attached auditor’s adjusting entry sheet. 


$ 500.00 
5,500.00 
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The adjustments should be entered in detail on the working 
balance sheet and the working profit and loss sheet so that tax 
returns may be reconciled to the books. If the books of the client 
have not been closed, the better procedure is for the client to 
take the adjustments of the auditor to the indicated accounts, 
whether they be real or nominal. 

Practices of closing the audit will vary among accounting 
firms. Some firms follow the policy of permitting the man on 
the job to carry everything through to completion, with a prin- 
cipal simply reviewing the audit report before it is typed. Other 
firms follow the policy of limiting the authority and responsi- 
bility of the man on the job by more frequent contacts with 
principals and conducting a complete review of the entire work 
and the adjustments before they are submitted to the client. 
Other concerns wait until an audit is ready for closing, then 
have a principal review the adjustments before submission and 
before closing out the working balance sheet and worldng 
profit and loss sheet. The practices of the firm will often depend 
upon the individual men on the engagement, the size of the firm, 
the size of the engagement and the importance of the findings. 

The following is a summary, in terms of the papers that the 
auditor will accumulate and the work accomplished before the 
report is written: 

1. A copy of the balance sheet. 

2. A copy of the statement of profit and loss. 

3. Copies of all supporting schedules to the statements. The 
auditor may wait until he returns to his own office before 
preparing these. 

4. Working profit and loss sheets, completely closed. 

5. Working balance sheet sheets, completely closed. 

6. Schedules of all accounts analyzed. 

7. Copies of directors meetings proceedings. 

8. Copies of contracts or notes pertaining to them. 

9. Copies of bond indentures. 

10. Copies of tax returns. 

1 1. Copies of all other necessary and desirable papers. 

12. A copy of all adjustments made by the auditor. 

13. An index of the working papers. 

14. The audit program. 
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Statements 

Accounting statements vary widely in form. Almost every 
accounting society and almost every accountant in the country 
has a fixed and definite idea of the physical form that statements 
should take. Many consider any form other than their own to 
be incorrect and poor of composition. We have gone far 
toward standardization in the past several years, but total stand- 
ardization probably would be one of the most injudicious steps 
we possibly could take, because form must of necessity vary 
with varying circumstances and with varying purposes of 
presentation. 

In an elementary accounting course, it is definitely wise to 
insist upon relative rigidity of statement form, so that the stu- 
dent is not confused and so that he does not receive the incor- 
rect notion that any form will suffice and that he therefore 
need not follow a prescribed method. As the student progresses 
in practice and in education, he must reahze that statement 
forms are susceptible of quite a range of flexibility, the flexibility 
being brought in so that a story may be told and a picture pre- 
sented in the most intelligent and enlightening manner. By the 
time the student has completed his organized course of study, 
his training, both in theory and in practice, should be broad 
enough so that he has lost all concept of only one correct 
method of preparing a balance sheet, a statement of cost of 
goods manufactured and sold, a statement of profit and loss or 
any analyses of any of the various phases of a business. For 
example, it is common to hear one accountant insist that a bal- 
ance sheet presented in a textbook or in published form is in- 
correct because fixed assets precede deferred assets, while 
another accountant will argue that deferred assets should not 
precede fixed assets; some insist that notes receivable should 
precede accounts receivable in the current asset section, while 
others insist that accounts receivable should come first. Minor 
differences of this nature simply mark the accountant as a rather 
poorly trained or selfishly prejudiced individual. The important 
thing to remember is: Accounting lays down certain broad 
principles, and when these principles are applied in practice, 
the same results, told in slightly Afferent manner, are certain 
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to be evolved, and the result is correct regardless of minor 
details of physical form. 

Statement preparation requires: (i) that the statements are 
correct; (2) that they are not misleading; (3) that they are 
otherwise clear; (4) that they are as concise as possible at no 
sacrifice of necessary detail; (5) that unnecessary detail be rele- 
gated to supporting schedules; (6) that headings are correct, 
and (7) that classifications do not overlap and are clear. 

After the working papers are completed, the statements are 
prepared. The statements usually comprise balance sheets, state- 
ments ■ of profit and loss, surplus statements and supporting 
schedules for the balance sheet and statement of profit and loss, 
plus any other schedules or reports necessary for the best pres- 
entation of the particular engagement. Another statement is 
the “Statement of Application of Funds.” Formerly, this state- 
ment was invariably prepared, but the general practice of using 
it is apparently falling into disuse; many firms now simply 
present a summary of working capital changes in place of the 
statement of application of funds. Balance sheet audits normally 
result in fewer supporting schedules than do detailed audits. All 
statements and their supporting schedules must be completely 
cross-indexed. In a balance sheet audit, the balance sheet ordi- 
narily is certified, but if sufficient tests of expense and income 
accounts have not been made, in accordance with the agreement 
between the auditor and the client, the statement of profit and 
loss is not certified but is rendered. 

Balance Sheet . — This is not the place for a general' discussion 
of the balance sheet, but a few comments in the nature of 
guides to preparation of the balance sheet are presented, to- 
gether with demonstrative forms. 

Balance sheets are of two general types: (i) the report 
form, and (2) the account form. Each type varies in form and 
content to suit immediate requirements and preferences. Above 
all, no balance sheet should be so short that it displays prac- 
tically nothing but totals. The report form is classified in ac- 
cordance with sound accounting principles and presents the 
assets first, followed by the liabihties and then the net worth. 
The account form may be {a) classified or {b) unclassified. If 
the account form is classified, its only difference from the re- 
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port form is that the former presents assets on one side of the 
sheet and liabilities and net worth on the other side, instead of 
below the assets. Regardless of the type of the balance sheet, 
it must at all times be prepared so that those who read it can 
fully understand it and so that it adequately fulfills the require- 
ments of the business for which it is prepared. In general, when 
a balance sheet is prepared, the following points are of primary 
importance. 

Asset and liability classifications must be indicated. i\.ssets 
may be classified as: (i) current, (2) investments, (3) fixed, 
(4) deferred, (5) intangible (this order is merely suggestive, as 
another order may be equally as satisfactory). Liabilities may 
be classified as: (i) current, (2) fixed, (3) deferred. xA.n inter- 
change of this order may easily be followed, but it is a good 
idea to arrange the assets and liabilities so that the classifications 
coincide; that is, if current assets are listed first, current liabili- 
ties should be listed first in the liability section. Classification 
must be correct at all times, as an error m shifting an asset or a 
liability from one classification to another can have most serious 
consequences. 

Each classification of assets and liabilities must be properly 
subdivided so that confusion does not result by combimng simi- 
lar, but unrelated, items. Balance sheets are often seen with such 
assets as “Land and Buildings, Less Reserve for Depreciation,” 
“Accounts and Notes Receivable” or “Good Will, Patents and 
Copyrights.” Such combinations of items definitely are mean- 
ingless; nothing can be learned from a balance sheet drawn up 
in this manner, and the odds are all in favor of somethingr being 
hidden. Cash available for general commercial purposes must 
be shown separately from restricted funds; accounts receivable 
should be broken up into trade, nontrade, officers and em- 
ployees, and so on; notes receivable should be divided into trade 
notes not due, trade notes overdue, nontrade notes; inventories 
should be divided into raw material, work in process and fin- 
ished goods; investments should be divided into temporary and 
permanent first, then into investments in stocks and investments 
in bonds and notes; fixed assets should be shown as land, build- 
ings, machinery, furniture, and so on, with each depreciation 
reserve shown and subtracted from the asset it evaluates. Similar 
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reasoning and practice must be applied to every asset classi- 
fication and every liability classification. Study the forms illus- 
trated in this chapter. No balance sheet should be condensed 
at the sacrifice of important details. A great many balance 
sheets, published and unpublished, are condensed to the point of 
becoming completely meaningless. Balance sheets submitted to 
stockholders as a part of the corporation’s annual report ordi- 
narily are quite condensed, but the balance sheet in the audit 
report should never be condensed. 

The net worth section must be fully shown so that each 
class of stock is independently presented, together with its par, 
the authorization, the unissued, the issued and the treasury stock. 
Surplus must be divided between earned, paid-in, donated, capi- 
tal and unearned. Surplus reserves must be specifically labeled 
and separately shown. 

Footnotes explaining fully any items which cannot be ex- 
plained adequately in the statement proper should be appended 
to the balance sheet. The fewer the footnotes necessary, the 
fuller will be the balance sheet, and if a balance sheet can be 
prepared without footnotes, so much the better; however, foot- 
notes should never be eliminated at the sacrifice of clarity. 

The valuation methods used should be indicated in the bal- 
ance sheet whenever necessary. Fixed assets should be labeled 
as being evaluated at cost or at appraisal; investments at cost, 
market or lower of cost or market. For credit purposes or for 
purposes of showing solvency, it is more vital to show the 
valuation methods used in connection with current assets, par- 
ticularly inventory and current investments, than in fixed assets. 
Consequently, if nothing is mentioned concerning the valua- 
tion of fixed assets, permanent investments, and intangibles, the 
inference should be that valuation is at cost. 

No liability ever should be subtracted from any asset and 
only the net value of the asset shown. Each liability and each 
asset should be fully and separately shown, even though a full 
equity in the asset is not owned and even though title has not 
passed. Valuation reserves must be shown on the balance sheet 
as subtractions from their corresponding assets; if the assets are 
simply shown net, an indefinite situation is set up. If the offset 
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habit IS acquired, the true balance sheet is destroyed and all of 
Its value as a statement of condition is lost. 

Balance sheet terminology is fairly well standardized as far 
as individual items are concerned, and each item must be cap- 
tioned so that Its identity and nature are fully defined and so 
that the terminology is not garbled into that which is misleading. 

Balance sheets may or may not be presented in comparative 
form, but the customary procedure is to include comparative 
data of importance in the report. Usually, percentage analyses 
likewise are presented in the report, along with the balance sheet 
and statement of profit and loss items under comparison and 
analysis. Owing to space limitations in typed or printed balance 
sheets, it is rather difficult to prepare comparative balance sheets 
when the report form or classified account form of statement 
is used. 

By way of a short review of the balance sheet, it must be 
remembered: 

1. That a balance sheet is a statement of assets, liabilities and 
net worth of an individual or business at a definite date. 

2. That the balance sheet is a statement that will be used for 
purposes of policy direction and good managerial control. 

3. That the comparative balance sheet shows changes from 
one period to the next and that therefore the balance sheet 
should be drawn up on the same basis at all times. 

4. That net worth changes are of vital importance both to 
the management and to the stockholders; therefore net 
worth data must be explicit. 

5. That the balance sheet, along with the statement of profit 
and loss, is the source of information used by banks and 
others for credit purposes. 

6. That the balance sheet is studied extensively, but not exten- 
sively enough, by prospective purchasers of capital stock. 

7. That current assets are cash or those assets that will be 

turned into cash in the normal operations of the business, 
or for the normal operations of the business in a relatively 
short period of time. ^ 

8. That investment assets represent holdings in other com- 
panies and may be classified either as current or permanent 
investments. 

9« That fixed assets are tangibles that will remain in the busi- 
ness for a relatively long period of time and will be turned 
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into cash by the recovery of depreciation expense, land 
excepted. 

10. That deferred assets are supplies or services paid for in 
advance and not consumed at the balance sheet date. 

11. That intangible assets have no material existence and usu- 
ally represent exclusive rights. 

12. That current liabilities are legally enforceable debts, pay- 
able within one year. 

13. That fixed liabilities are legally enforceable debts, to be 
liquidated after one year. 

14. That net worth represents the equity of the owners in the 
business. 

Balance Sheet examples are given below. 

EXHIBIT I 
The Gibson Gdmpany 

Balance Sheet 
December 31, 1938 
Assets 

Cm rent Assets 

Cash in Bank $xxx 

Petty Cash xxx 

Notes Receivable, Trade $xxx 

Notes Receivable, Affiliated Companies xxx 

Accounts Receivable, Trade xxx 

Accounts Receivable, Officers and Employees xxx 

xxx 

Less Reserve for Bad Debts . xx'x xxx 

Raw Material, C or M, the lower xxx 

Work in Process, Cost xxx 

Finished Goods, Cost xxx 

Marketable Securities, C or M, the Lower, Pledged xxx 

Accrued Interest Receivable xxx 

Total Current Assets $xxx 

Investment Assets 

Investment in Noncontrolled Company Z, 1,000 shares com- 
mon, par $100.00, cost xxx 

Investment in Stock of Subsidiary Q, 90,000 shares (90%) 

common, no-par, cost xxx 

Bonds of M Company, 100 First Mortgage, 40 Year, 4%, 

cost ... xxx 

Insurance on Life of President, Cash Surrender Value... . xxx 

Sinking Fund for Bonds Payable xxx 

Company-Owned Houses, Cost xxx 

Less Reserve for Depreciation xxx xxx 

Total Investment Assets xxx 
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Fixed Assets 

Land, As Appraised by United Appraisal Company xxx 

Buildings xxx 

Less Reserv c for Depreciation ... xxx xxx 

Machinery . xxx 

Less Reserve for Depreciation . xxx xxx 

Tools (Depreciated by Revaluation) . . . . . xxx 

Patterns, Jigs, Dies (Depreciated by Revaluation. . . xxx 

Office Equipment ... . . . xxx 

Less Reserve for Depreciation . . xxx xxx 

Total Fixed Assets . . xx? 

Defeircd Assets and Pie paid Expenses 

Prepaid Interest on Notes Payable . xxx 

Unamortized Discount on Bonds . .... xxx 

Prepaid Fire Insurance on Buildings and Equipment . . xxx 

Piepaid Factory Supplies. . . ... xxx 

Prepaid Office Supplies . . ... xxx 

Prepaid Taxes . . xxx 

Total Deferred Assets and Prepaid Expenses xxx 

Intangible A<:^ets 

Patents, Cost i i , ^ 1 70,000.00. ..... xxx 

Trade-Marks . . . . xxx 

Good Will, Purchased xxx 

Total Intangible Assets xxx 

Total Assets 

Ll \BILITIES 

Current Liabilities 

Notes Payable, First National Bank (Secured by Market- 
able Securities) |xxx 

Notes Payable, Second National Bank (Unsecured) xxx 

Brokers’ Loans Payable xxx 

Notes Payable, Trade xxx 

Notes Payable, Nontrade, President xxx 

Notes Payable, Machinery Purchases xxx 

Acceptances Payable, Trade xxx 

Accounts Payable, Trade, Not Due xxx 

Accounts Payable, Trade, Past-Due xxx 

Accrued Federal and State Taxes Payable xxx 

Accrued Interest Payable on Bonds xxx 

Accrued Wages Payable, Not Due xxx 

Declared Dividend Payable xx^^ 

Total Current Liabilities |xxx 
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Fixed Liabilities 

Bonds Payable, 5%, 50 Year, First Mortgage on Buildings, 

Due 1948 XXX 

Debentures, 6%, $a Years, Due 1956 xxx 

Mortgage Payable, 6%, 5 Years, on Machinery, Due 1940 . xxx 

Total Fixed Liabilities xxx 

Deferred Liabilities 

Deferred Bond Premium xxx 

Collection in Advance on Sales Contracts xxx 

Deferred Rent (Portion of Building No. 10) xxx 

Total Deferred Liabilities xxx 

Total Liabilities xxx 

Net Worth 

Capital Stock 

6% Preferred, Par $100.00, Authorized xxx 

Less Unissued, xx Shares $xxx 

Treasury Stock, xx Shares xxx xxx 

Preferred Outstandng . xxx 

No-Par Common, 1,000,000 Shares Authorized, Stated 
Value, $5.00 per Share 
Less 100,000 Shares Unissued 

Common Outstanding, 900,000 Shares xxx 

Surplus and Surplus Reserves 

Earned Surplus, Schedule i $xxx 

Capital Surplus from Disposition of Investments xxx 

Unearned Surplus, from Revaluation of Land xxx 

Paid-In Surplus ($2.00 per share, 900,000 common) xxx 

Reserve for Contingencies xxx 

Reserve for Improvements xxx 

Reserve for Sinking Fund xxx xxx 

Total Net Worth xxx 

Total Liabilities and Net Worth $xxx 

Form 24 — Report Form of Balance Sheet for a Corporation 

All balance sheet footnotes should follow at this point, in- 
dexed to the proper balance sheet item. Supporting schedules 
should follow the balance sheet footnotes, indexed to the proper 
item (see Schedule i. Form 25). The balance sheet may be 
turned into an account form by showing the liabilities and net 
worth on the right side of the sheet, opposite the assets. If it 
were transposed to an unclassified account form, all subhead- 
ings would disappear, and the statement would be materially 
shortened. 
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SCHEDULE I 

The Gibson Company 
Statement of Surplus 
December 31, 1938 


Balance, January i, 1938. 
Corrections of Past Periods 
Additions 


$10,000,000.00 


Balance, December 31, 1938. ... 

Form 25- 


Overstated Accounts Pavabie .... $ 

50,000.00 


Understated Inventory 

80,000.00 

130,000.00 

Deductions 

Understated Depreciation 

200,000 00 

10,130,000 00 

Premium on Treasury Stock, Charged to 
Income 

50,000.00 

250,000 00 

Adjusted Balance, January 2, 1938 . ... 


9,880,000.00 

Net Profit for 1938 . . 


2,100,000 00 

Additions: 

Reserv'e for Flood Loss Closed Back to Sur- 
plus 

300,000.00 

11,980,000.00 

300,000.00 

Deductions* 

Common Dividends 

700,000.00 

12,280,000.00 

Preferred Dividends 

400,000 00 


Reserve for Contingencies 

1,000,000 00 


Reserve for Sinking Fund . , 

500,000 00 

2,600,000.00 


9,680,000.00 


-Statement of Surplus 


Statement of Profit mid Loss . — ^The statement of profit and 
loss details the operations that brought about changes in the net 
worth section of a balance sheet. The prevailing lack of stand- 
ardization in balance sheets does not hold true to the same 
extent for the presentation of statements of profit and loss, 
except so far as there exists no uniformity of title by which the 
statement is designated. Profit refers to income, and loss refers 
to expense. The author believes that the title “Statement of 
Income and Expense” is the most truly descriptive, but this title 
has never come into general usage. Profit and loss statements 
prepared in comparative form are valuable for trend study pur- 
poses; and they are easily prepared in comparative form, as 
compared wdth comparative classified balance sheets. Percentage 
figures can be used easily and afford the basis for valuable 
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analyses. The percentages, in general, should be in terms of 
net sales, and the comparisons must be on the same fiscal basis. 
Profit and loss statements may be prepared m long or in short 
form, the latter being supported by schedules for cost of sales, 
administrative expense, selling expense, financial expense and 
financial income. A variation of this is to show supporting 
schedules for cost of sales only. 


EXHIBIT II 

The Gibson Company 
Statement of Profit and Loss 
For the Year Ending December 31, 1938 
Gross Sales $51,000,00000 


Less* Sales Returns $800,000,00 

Sales Allowances . . . 200,000 00 

Net Sales 

Cost of Goods Manufactured and Sold 
(Schedule i) 

Gross Profit 

Operating Expenses: 

Administrative Expenses (Schedule 2) 
Selling Expenses (Schedule 3) 

Total Operating Expense 

Net Profit on Operations 

Financial Expense (Schedule 4) 

Financial Income (Schedule 5) 

Net Profit for Year Ending December 
3L 1938 


1,000,000.00 


% 


$50,000,000 00 

100.00 


30,000,000 00 

60.00 


20,000,000.00 

40.00 

8,000,000.00 


16.00 

10,000,000 00 


20.00 


18,000,000.00 

36.00 

2,000,000.00 

4.00 

200,000.00 

.40 

1,800,000.00 

3 do 

300,000 00 

.60 

$ 2,100,000.00 

4.20 


Form 26 — Statement of Profit and Loss 


At the present time there are, and probably always will be, 
several controversial points concerning a statement of profit and 
loss about which accountants are not agreed. By-product sales 
and sales of scrap may be considered (i) as a sale, (2) as a re- 
duction of the cost of the principal products manufactured or 
(3) as nonoperating income. Arguments can be advanced by 
the proponents of each theory, and equally vahd arguments 
are presented by the opponents of each theory. After the audi- 
tor is firmly convinced of the soundness of his own desired 
method, he must not fall into the error of fading to follow it 
consistently. To the author, it seems as though scrap and by- 
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product sales are certainly not nonoperating incomes, as the 
results are too closely connected with the manufacturing and 
sales functions of a business. As to whether such sales should 
be treated as sales or as reductions of costs depends upon cir- 
cumstances in each case. If the material sold is truly scrap, dis- 
carded from the manufacture of the principal product, a cost 
reduction should be effected, if the sale is in the nature of a 
joint product, naturally evolved from the breakdown of the 
original raw material, the sale should be treated as a sale, as gross 
income is thus obtained. Reason must guide each case. 

In the cost of sales section of a statement of profit and loss, 
or in the statement of cost of goods manufactured and sold, 
both considered for a manufactunng company, practices differ 
and arguments ensue respecting the treatment of finished goods. 
Some people, vi^hen preparing a statement of cost of goods 
manufactured and sold, insist that the beginning and ending 
inventories of finished goods should not be shown in that state- 
ment but rather in the statement of profit and loss. Reasoning 
behind such insistence is not very forceful. The better prac- 
tice is to take the finished goods inventories into consideration 
in the statement of cost of goods manufactured and sold, if one 
is used, or in the cost of sales section of the statement of profit 
and loss, if everything is shown in one statement. If finished 
goods inventories are omitted m the cost of sales section, then 
that section becomes a “cost of goods manufactured” section; 
it is incomplete because gross profit is realized only upon the 
cost of the goods that are processed and actually sold during 
the accounting period. Examine the statement of cost of goods 
manufactured and sold. Form 27, Page 397. 

Some accountants carry certain extraneous, or nonoperating, 
profits or losses directly to surplus, not showing them in the 
statement of profit and loss. Such instances arise particularly 
in connection with fixed asset sales, permanent investment sales, 
fire losses and similar transactions not connected directly with 
the functions of the business. Irrespective of the source of a 
profit or a loss, there exists no good reason or excuse for not 
showing extraneous profits and losses as such; they should not 
be buried in capital. The only cases wherein gains and losses 
are incurred and shown as capital increases or decreases are in 
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those instances in which capital stock is purchased and sold as 
treasury stock; these items are truly capital transactions and 
have no connection with the disposition of an asset at a profit 
or a loss. One particularly poor practice exists in connection 
with surplus reserves. A reserve for contingencies is created 
from surplus, for example; when the contingency occurs, such 
as further declines in inventories, a flood or a fire loss or an 

SCHEDULE 1 

Statement of Cost of Goods Manufactured and Sold 
The Gibson Company 
For the Year Ending December 31, 1938 


Inventory, Raw Material, January i $ 2,600,000 00 

Purchases $11,000,000.00 

Less: Purchase Returns 1,000,00000 

Net Purchases 10,000,000.00 


12,600,000.00 

Inventory, Raw Material, December 31 3,000,000.00 


Cost of Raw Material Used I 9,600,000 00 

Direct Labor 10,000,000.00 


Prime Cost 19,600,00000 

Manufacturing Overhead 

Depreciation on Buildings . 200,000.00 

Depreciation on Machinery and Equipment . 970,00000 

Factory Taxes 630,00000 

Insurance on Buildings .... 115,00000 

Insurance on Equipment — .. 135,000.00 

Heat, Light, Power 780,00000 

Superintendence 170,00000 

Foremanship 550,000.00 

Indirect Labor 7,000,00000 

Supplies 450,00000 


Total Manufacturmg Overhead 11,000,000.00 


Cost to Manufacture 30,600,000.00 

Inventory, Work in Process, January i 1,000,000 00 


Total 31,600,00000 

Inventory, Work in Process, December 31.,. 1,900,000.00 


Cost of Goods Manufactured 129,700,000.00 

Inventory, Finished Goods, January i 3,800,000.00 


Total 33,500,000.00 

Inventory, Finished Goods, December 31.... 3,500,000.00 


Cost of Goods Manufactured and Sold $30,000,000.00 


Form 27— Statement of Cost of Goods Manufactured and Sold 
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accident, the expense of the contingency is charged directly to 
the reserve, thereby never showing as an expense. This is poor 
practice, and the expense or loss should be charged to an ex- 
pense or loss account and shown in the statement of profit and 
loss. The expense or loss is closed to profit and loss and then 
to surplus. The reserve is then closed back to surplus by a sep- 
arate entry. The purpose of creating the surplus reserve is 
defeated if the reserve is directly charged. Naturally, when val- 

SCHEDULE 2 
Administrative Expenses 
The Gibson Company 
For the Year Ending December 31, 1938 

Bad Debts Expense 

Officers’ Salaries .. 

Office Salaries 

Insurance . . . 

Telephone and Telegraph 

Legal Expense 

Stationery and Printing . ... 

Auditing Expense 

Accounting Department Expense 

Depreciation on Office Furniture 

Office Repairs 

Bonuses 

Total Administrative Expense 


. . $ 250,000.00 
5,100,000.00 
. . . 1,260,000.00 
. . 80,000.00 

. . 40,000.00 

. . 50,000.00 

20.000. 00 

30.000. 00 

80.000. 00 
10,000 00 

. . 80,000 00 

. . 1 , 000 , 000.00 

. . . $8,000,000.00 


Form 28 — Schedule of Administrative Expenses 


nation reserves and liability reserves are created by expense 
debits, the reserve is charged upon the occurrence of the thing 
for which it is created. Bad debt reserve charges are classic 
examples. Errors made in prior accounting periods should be 
taken up by surplus adjustments, as the expense and income 
accounts of those former periods have been closed to surplus. 

Sales discounts are treated either as deductions from sales 
or as nonoperating expenses. Purchase discounts are treated as 
a reduction of the cost of material or as nonoperating income. 
The accounting theories advanced in protection of both meth- 
ods are of about equal merit, and it does not greatly matter 
which method is employed so long as the treatment is consistent 
from year to year. 

Bad debts expense apparently is at the mercy of everyone. 
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Some accountants treat it as financial expense, some as selling 
expense, others as administrative expense. Losses from bad debts 
are too closely connected with the operations of the business 
to be considered as financial expenses. To treat them as selling 
expenses is an indication that the sales division is responsible for 
the granting of credit; the selling function and the credit func- 
tion should be separated as a matter of good business policy and 
management. Therefore bad debt losses should not be treated 


SCHEDULE 3 
Selling Expenses 
The Gibson Company 
For the Year Ending December 31, 1938 

Freight-Out $ 1,500,000.00 

Depreciation on Garage 160,000.00 

Depreciation on Delivery Equipment .... 70,000.00 

Truck Drivers’ Wages 350,000.00 

Salesmen’s Salaries . . 600,000.00 

Salesmen’s Commissions 2,600,000.00 

Postage 240,000.00 

Traveling Expense 400,000.00 

Insurance 80,000.00 

Taxes 120,000.00 

Advertising 3,880,000.00 


Total Selling Expense $10,000,000.00 


Form 29 — Schedule of Selling Expenses 


as selling expenses. The only expense division remaining, then, 
is administration, and to the administrative division logically 
belongs the duty of credit extension and collection. Because 
credits and collections are sometimes viewed as a financial func- 
tion, financial expense may be set up as a separate group of 
operating expenses. 

One thing upon which all accountants are agreed is that 
no profit should be taken on interdepartmental or intercompany 
transfers. Consequently, transfers of this nature must not be 
shown as sales and purchases, and therefore eliminations must 
be effected. The result of the transfer is simply that the pur- 
chases of one department or division are decreased and the pur- 
chases of another department or division are increased. When 
goods are transferred at a price in excess of cost, simply to keep 
confidential information from the transferee, the fictitious 
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SCHEDULE 4 

Financial Expenses 
The Gibson Company 
For the Year Ending December 31, 1938 


Sales Discount 5 50,000.00 

Interest Expense on Bonds 40,000,00 

Interest Expense on Notes 15,000.00 

Depreciation on Factory Houses 65,000.00 

Loss on Inventory 30,000.00 


Total Financial Expenses $200,000.00 


Form 30 — Schedule of Financial Expenses 


profits are eliminated before the statement of profit and loss is 
prepared. 

The content of the statement of profit and loss should not 
be condensed; if the omission of details is desired, more than 
one profit and loss statement should be prepared, so that one 
of them carries the details. Statements of profit and loss are 
fairly definitely standardized into (i) the sales section, (2) the 
cost of sales section, (3) the operating expense sections and (4) 
the financial expense and income sections. In Form 26 it is to 
be noted that three profit sections are carried: (i) gross profit, 
(2) net profit on operations and (3) net profit. This consistency 
of profit terminology eliminates confusion between the words 
“profit” and “income.” If, instead of the word “profit,” the 
word “income” is preferred throughout, there is no objec- 
tion to it. 


SCHEDULE 5 

Financial Income 
The Gibson Company 
For the Year Ending December 31, 1938 


Interest Income $ 20,000.00 

Purchase Discount 150,000.00 

Dividends on Investments 80,000,00 

Profit on Sale of Marketable Securities 50,000.00 


Total Financial Income $300,000.00 


Form 31 — Schedule of Financial Income 
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QUESTIONS AND PROBLEMS 

1. Outline completely the procedure you will follow in closing 
your audit of a company. 

2. The text states that a copy of the adjustments should be sub- 
mitted to the client for incorporation in his books. Suppose 
that upon your return to a client for your subsequent audit, 
you discover that he has not taken up your adjustments and 
that he has no intention of doing so. How will you proceed 
with your second audit; that is, will you start with (a) the 
preceding year’s figures of the client or (b) the figures of the 
preceding year according to your working papers^ 

3. You have just balanced out your working balance sheet and 
working profit and loss sheet, arranged your working papers, 
indexed them and are preparing to return to your own ofBce 
for the drafting of your report. It suddenly occurs to you 
that you did not have schedules of accounts receivable and 
accounts payable in your working papers. What will you do^ 

4. Why should you submit a copy of the auditor’s adjustments to 
the client^ 

5. Suppose that you needed certain tax returns held by your 
client. You started to copy the returns, and the client insisted 
that you take them with you to your office so that you could 
use them in the preparation of your statements and report. 
What would you do^ 

6. Classify the following items and tell where they should appear 
in a balance sheet. 

(a) Dishonored notes receivable. 

(b) Notes receivable discounted. 

(c) Bonds pledged by the company as loan security. 

(d) A lawsuit against the company for patent infringement. 

(e) The unpaid balance on an unfilled purchase contract. 

(f) Treasury stock. 

(g) Dividends declared on common stock. 

(h) Accommodation indorsement on a note of a friend. 

(i) Purchase money mortgage. 

(j) Unamortized bond discount. 

(k) Reserve for future inventory declines. 

(/) Treasury bonds, pledged as loan collateral. 

7. You are called in by your client’s bank to explain certain items 
appearing in the balance sheet you have prepared for your 
client. The bank states that (a) your balance sheet is too de- 
tailed, (b) too lengthy, (c) contains too many qualifications 
appearing after the various balance sheet items, (d) the qualifi- 
cations should be placed in the audit certificate. Defend your- 
self, or acquiesce to the bank. 
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8. In preparing a balance sheet, it is common practice to apply 
market value to the current assets. Why not also apply market 
value to fixed assets when preparing a balance sheet? 

9. Do you believe that current assets should receive first place on 
the asset side of a balance sheet and current liabilities first place 
on the liability side? Why or why not^ 

10, The following is a published balance sheet. Prepare a list of 
criticisms from {a) a content standpoint and {b) a financial 
position standpoint. 


Balance Sheet of the X Company 
For the Year Ending December 31, 193 A 


Assets 

Current: 

Cash and Cash Items .$ 100,000 

Accounts Receivable 1,000,000 

Supplies 300,000 

Raw Material (Mkt. 200,- 

000) 300,000 

Work in Process 50,000 

Finished Goods, Sales 

Price 500,000 

Investments 200,000 

Investments* 

Investments 1,000,000 

Fixed: 

Machinery, Buildings, 

Land and Patents . . . 3,000,000 

Investments 500,000 

Treasury Stock 25,000 

Deficit 13,625,000 


Total Assets $20,600,000 


Liabilities 

Current: 

Accounts and Notes 

Payable $ 1,500,000 

Other Current Liabilities 500,000 

Fixed* 

Bonds and Mortgages . . 3,000,000 

Common and Preferred 

Stock 15,000,000 

Depreciation Reserve . . . 100,000 

Miscellaneous Reserves . . 500,000 


Total Liabilities . $20,600,000 


II. You have completed your audit of the Cupp Company for the 
year 193 A, and you are ready to prepare the statement of sur- 
plus. ^ An analysis of the Surplus account reveals the informa- 
tion listed below. Prepare a statement of surplus. 


January 2, 193A: 

Earned Surplus 

Capital Surplus 

Reappraisal Surplus 

Reserve for Plant Additions 
Reserve for Sinking Fund .. 


$1,000,000.00 

200.000. 00 

100.000. 00 

50.000. 00 

75.000. 00 
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Surplus Transactions during 193 A: 

(1) Common dividends of $50,000.00 were declared and paid. 

(2) Stock dividends of $100,000.00 were declared and paid. 

(3) Organization expense of $10,000.00 was written on. 

(4) Premiums from the sale of treasury stock were $1,000.00. 

(5) Land was revalued upward to the extent of $25,000.00 

(6) Owing to the construction of a new plant, the reserve for plant addi- 
tions was decreased by $20,000.00. 

(7) The reserve for sinking fund was increased by $15,000.00. 

(8) A reserve for contingencies was created to the extent of $100,000.00. 

(9) Operating profits for the year were $175,000.00. 

On Adarch i, 193B, the following errors were discovered which 
were applicable to the preceding year. All books had been 
closed at the end of 193A. 

{a) Common treasury stock had been sold at a discount of 
$10,000, and this was recorded as an operating expense. 
It had been purchased at par. 

{b) Preferred treasury stock had been sold at a premium of 
$5,000, and this was recorded as an operating income. 
It had been purchased at par. 

{c) The inventory was understated by $8,000 on December 

31- , 

{d) Depreciation on the factory had been erroneously under- 
stated by $20,000. 

(c) A fixed asset had been sold at a profit of $7,000, and the 
profit was closed out to reappraisal surplus. 

12. Asa result of your audit of the X Company for the year 193 A, 
you obtain the following information: 

Sales . • $5,200,000 

Purchases * • 3,100,000 

Sales Returns . . « • • • 200,000 

Purchase Returns .... 100,000 

Gross Profit 40^^ sales 

What were the January i, 193A, and the December 31, 193A, 
inventories if the inventory on January i, was 20 per cent of 
the net purchases and was also equal to the inventory on 
December 31, 193A? Prepare a cost of goods sold section of 
a profit and loss statement and show the gross profit for the 
year. 

13. In examining a statement of profit and loss, why is the gross 
profits figure of great importance^ 

14. Do you think that profits and losses on the sale of fixed assets 
should be shown as nonoperating incomes and expenses, or do 
you think that such items should be credited and charged 
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directly to surplus, assuming that depreciation rates have been 
correctly set^ Answer the same question, assuming that de- 
preciation rates Avere obviously incorrectly set. 

15. Where do you think the following items should appear in a 
statement of profit and loss^ Why^ 

{a) Sales discount. 

(b) Purchase discount. 

{c) Bad debts. 

{d) Amortized bond discount. 

{e) Fke losses, if a surplus reserve “Reserve for Fire Losses” 
exists. 

16. In addition to “manufacturing expenses,” accounting practice 
commonly follows an “administrative” and a “selling” expense 
classification in the preparation of statements of profit and loss. 
The contention is slowly being advanced that administrative 
and selling expenses need not be segregated in a profit and loss 
statement, as both are incurred for the furtherance of the busi- 
ness. What do you think of the policy of making no line of 
demarcation between selling and administrative expenses in the 
statement of profit and loss. 

17. (a) What are the duties of (/) an executor, {2) a trustee^ {b) 
Wherein do their accounts differ^ What items will appear in 
an executor’s statement of profit and loss^ 

1 8. The books of your client, the Silver Company, have been closed 
for the year. During your audit, you locate certain errors. Is 
it your duty to correct them? 

19. An auditor once drew his line of separation between deferred 
charges and prepaid expenses on the basis that any tangible 
supply could be treated at a deferred expense and that any 
intangible item could not be deferred, but had to be changed 
to expense as incurred. Consequently, he never permitted a 
client to defer intangible deferred items. What are your views 
on this matter? 
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General 

The certificate rendered by the auditor is a summary of the 
scope of the work performed or the work not performed on an 
engagement, the results of the audit in summary form and the 
opinion of the auditor with respect to the material being certi- 
fied. Accounting certificates are undergoing rapid and highly 
beneficial changes. Research and study in certificates are at last 
coming into the more prominent place they have long nchly 
deserved. 

The certificate may be rendered on any one of the following 
bases: (i) separately from all statements; (2) at the bottom of 
the balance sheet, or (3) in the body of the report, normally in 
the letter of transmittal, immediately preceding the statements 
or at the close of the report. Certificates may be of two general 
types: (i) short, or (2) long. Certificates may be: (i) quali- 
fied, or (2) unqualified. 

If statements are to be published, if they are to be submitted 
to stockholders, if no audit report is rendered or if statements 
are submitted for credit purposes, the certificate should appear 
at the conclusion of the balance sheet. The certificate then 
meets the condition of certifying to the statements and excludes 
certification of the report. Interested and proper persons are 
thereby advised of the audit, its scope and the conclusions 
reached. In audits of small organizations, certificates are not 
always rendered. In a great many small audits, the client desires 
the certificate, regardless of the purpose of the audit and even 
though the proprietors or a small group of the principal pro- 
prietors will be fire only persons ever to see the results of the 
audit. 

Many clients are dissatisfied if they do not receive a certifi- 
cate. There really is no reason why a certificate should not 
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accompany the results of any engagement if the audit is made 
under conditions whereby a certificate possibly can be rendered. 
A great many auditors render certificates in all audits and under 
all circumstances. There is one condition, however, under 
which it is always inadvisable to render a certificate, namely, if 
the certificate is certain to turn out to be a complete series of 
qualifications. In such cases, the auditor should tactfully refuse 
to render one, as a poor impression is the natural and logical 
result of an instrument which is filled with qualifying remarks. 
The auditor can point out to the client the undesirability of a 
certificate the qualifications of which render it practically mean- 
ingless. At the same time, he effectively protects himself by 
not rendering a certificate, as no certification appears attached 
to the results of the audit. Consequently, if there is no certifi- 
cate, the reasonable conclusion is that results of the audit could 
not be certified or that conditions of such a nature are imposed 
upon the auditor that he cannot vouch for the correctness of 
the rendered statements. 

In some cases, the audit reports are statements exclusively, 
with analyses and descriptive material being transmitted verbally 
to the client. In other cases, the reports are detailed and lengthy 
documents. If the accounting statements comprise the audit re- 
port, the certificate ordinarily is attached to the statements. If 
a report is rendered along with the statements, the certificate 
may appear on a separate page of the report or it may be in- 
corporated in the letter of transmittal, which probably will be 
the introduction to the report. If a lengthy report is submitted, 
in which the certificate appears, and if at the same time state- 
ments are submitted to stockholders or others, two certificates 
appear: one in the report, and the other attached to the state- 
ments. 

A certificate is always an expression of opinion and is not 
a guarantee made by the auditor. Of course, the auditor must 
never permit his opinions to be dictated to or influenced by the 
washes of the client. The certificate is an instrument which is 
in the nature of an oath of believed correctness. As it is an ex- 
pression of opinion, modern practice is drifting away from the 
unqualified use of the word “certify” in connection with the 
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certification of the correctness generally and is gradually sub- 
stituting the word “believe” or the expression “in our opinion.” 
Phraseology is now turning toward: “We hereby certify that, 
in our opinion . . . “In our opinion . . . “We believe that 
. . . “We are of the opinion that . . . Of course, if all ma- 
terial under certification is a statement of fact, there is no 
objection to an unqualified “certify”; for example, if an auditor 
were asked simply to copy a balance sheet, he could state “I 
certify that this is a copy of the balance sheet,” or “I certify 
that this is a copy of the balance sheet presented me by the 
Jones Company”; the statement that in his opinion the balance 
sheet was a copy can readily be interpreted as meaning that the 
auditor was not even certain that he had correctly copied 
the statement. By using “in my opinion,” the responsibility of the 
auditor is in no way lessened, but he is protected by the state- 
ment that he is rendering only his opinion, expertly, on the 
basis of both facts and the conclusions arrived at by work ade- 
quately performed. Both a balance sheet and a statement of 
profit and loss are statements of opinion as far as certain items 
are concerned; therefore the certification is an opinion arrived 
at by sound technic, good judgment and adequate training. 
However, by law, if the auditor renders a statement as his opin- 
ion without having reasonable grounds to support that opinion 
or without himself believing it to be true, then he is guilty of 
fraud and is liable to those relying on such statements to their 
injury. 

Drafting 

A certificate should always be addressed to some specific 
person or body, such as the board of directors of a corporation 
or the individual client. A certificate must always bear a def- 
inite date. Certificates may cover the statement of profit and 
loss as well as the balance sheet, provided sufficient work is 
done to justify the certification of both. All certificates must 
be designed and drafted with so much clarity that there is not 
the remotest possibility of misinterpretation on the part of any 
reader. The precise wording of certificates must be carefully 
studied so that all conditions are exactly and correctly stated, 
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so that a true reflection is given and so that the work of the 
audit is specified or so that any lack of work caused by restric- 
tions or contract conditions is specified. Nothing should be left 
to the imagination. A vast amount of experience in certificate 
writing is necessary before good certificates can be drafted. A 
great many certificates are wholly meaningless; for example: 
“We hereby certify that, in our opinion, the accompanying 
balance sheet is in conformity with the books of the Company.” 
The balance sheet might be full of errors, as it is taken directly 
from the books. No certificate must be designed so that it leads 
to false conclusions, perhaps engendered by a desire to “cover 
up” an unsatisfactory position. The ethics of an auditor must 
not be forgotten or sacrificed to the desire or to the uimecessary 
benefit of the client. 

Under no conditions should the auditor attempt to relieve 
himself of responsibility by disclaiming such responsibility 
through the medium of his certificate. At all times, the auditor 
must do all work necessary in order to render an adequate cer- 
tificate, so that the certificate cannot point a negligent finger at 
the auditor. Consider this: “We did not verify title to the 
land occupied, by the inspection of public records.” The audi- 
tor normally is not supposed to search public records, of course, 
but in a case of this nature the auditor could (i) obtain con- 
firmation of title from the company’s lawyer, (2) inspect tax 
bills, (3) examine cash disbursements for partial payments or 
rent and (4) analyze the interest account. If he had done this, 
he should have a pretty clear idea of who owned the land. 

When audit reports are issued, and at the same time several 
copies of the balance sheet and statement of profit and loss are 
required, assumedly for credit purposes or for stockholders, the 
auditor should always place a notice on the balance sheet and 
the statement of profit and loss to this effect: “Tfiff balance 
sheet and statement of profit and loss are subject to the com- 
ments in OUT audit report for the yeary This serves as notifica- 
tion that a report exists and that valuable information may be 
contained therein. Of course, if separate statements are required 
with the certificate attached, the certificate must be placed on 
the statement, usually along with the foregoing notification. 
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Short and Long Forms 

Some auditors and business men prefer the short form of 
certificate, and some prefer the long form. The short form 
can be used more readily when lengthy reports are rendered, as 
descriptive details are then carried in the report. The short 
form IS always brief and pointed, as shown in the certificates 
given and discussed farther on in the chapter. If it can be used, 
it is ideal. The long form of certificate gives an insight into 
the auditing work performed. If a certificate is of sufficient 
length, it may really constitute the entire audit report. The 
long form requires even more care in drafting than does the 
short form; if sufficient care is not exercised, the certificate may 
be ambiguous and misleading. It must be remembered that an 
auditor must not, knowingly or unknowingly, hide behind an 
audit certificate. The long form of certificate is rapidly com- 
ing to the front because it gives a much better summary of the 
audit and of conditions than does the short form. The Securities 
and Exchange Commission has expressed its preference for the 
long form by stipulating that the certificate accompanying the 
statements and schedules required to be submitted by the reg- 
istrant be comprehensive concerning the scope of the audit and 
that the opinion of the auditors shall be clearly stated for the 
accounting statements, the accounting principles and the ac- 
counting technic followed by the registrant. The auditor is 
supposed to do all the things in connection with such an audit 
that he would normally do on any regular independent engage- 
ment. Various long forms are shown and discussed later in the 
chapter. 

There are many standard forms of certificates, promoted by 
individuals and organizations, and much good is being accom- 
plished by the constant work going on in connection with the 
development of standard forms. By this process, the unsatis- 
factory forms gradually will be eliminated. The difficulty lies 
in drafting forms universally covering all conditions. If all 
audits were standardized, then the creation of a standardized 
form of certificate would not present a very difficult problem. 
At the present time, on each engagement the auditor may use a 
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standardized form as a base only, followed by the drafting of 
the main features in accordance with the circumstances. 

Qualified and Unqualified Certificates 

Certificates may be qualified or unqualified, and either the 
short form or the long form may be qualified or unqualified. 
The long form naturally lends itself to qualification more easily 
than the short form. Qualifications are inserted for the purpose 
of informing the reader of ( i ) limitations placed on the auditor 
and (2) the client’s responsibility for the work qualified. Quali- 
fications may be ( i ) positive, stating the work done and imply- 
ing that nothing else was done, or (2) negative, stating the work 
not done, and implying that everything else was done. As an 
example of a positive qualification, consider this: “Additions to 
the Machinery account were audited”; in this case, all Ma- 
chinery account additions were verified, but evidently expense 
accounts were not examined to be certain that some machinery 
purchased was not accidentally or purposely charged to ex- 
pense. As an example of a negative qualification, consider this: 
“The inventory of the company was certified by the treasurer 
as being taken under his auspices; subject to this qualification, 
we hereby certify that, in our opinion the books were cor- 
rectly ....”; in this case, the auditor is stating that he did not 
take the inventory. Qualifications may be (i) expressed, or 
(2) implied, at the same time being either positive or negative. 
As an example of expressed quahfication: “We verified the in- 
ventory sheets for clerical accuracy only, and did not verify the 
quantity of the inventory”; the qualification is expressed to the 
full extent of the work done in connection with the inventory. 
While this qualification is expressed, it is both positive and 
negative. Consider: “We verified the inventory for clerical 
accuracy”; the implication is that inventories were not counted. 
Implied qualifications should be avoided, as they are misleading 
in that they have the effect of leaving an element of doubt be- 
hind them. An auditor should always qualify his certificate if 
he is not certain of any actual condition. If certificates are un- 
qualified, the indication is that the scope of the audit was un- 
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limited and that the auditor has performed all work necessary 
to the full and complete approval of the statements rendered. 

The expression “m accordance with sound principles of ac- 
counting consistenly maintained during the year” is becoming a 
standard part of every modern certificate rendered by auditors. 
If a certificate contains this expression and then proceeds to 
outline i nn umerable qualifications, it loses all significance, be- 
cause one of two conditions must exist; ( i ) the principles have 
not been sound, or (2) they were not maintained in procedure. 
In all probability, if the principles and practices were sound and 
were consistent, the exceptions will be few. Another important 
phase in connection with the expression lies in the fact that it 
may give the impression that the principles and procedure have 
been consistent only during the year under review. Consistency 
from year to year is of super-importance if comparative data 
and analyses are to be of value and if investors are not to be 
misled. For example, a company may in one year follow the 
policy of charging all patents to expense as they are acquired 
and may be consistent about it all during the year; in the next 
year, it may consistently follow the policy of capitalizing all 
patents. Consistency has been maintained in both years, but 
there has been no consistency between years. However, as the 
period for which the audit is made is usually for only one year, 
the auditor cannot certify as to the consistency of accounting 
principle in past periods. 

Accounting principles are greatly fought-over principles; what 
might constitute a “principle” in one industry might not con- 
stitute a “principle” in another industry. When the expression 
“in accordance with sound principles of accounting consistently 
maintained” or words to that effect are used, the under- 
standing should be that the principles are commonly followed 
for similar businesses within the industry and have been fol- 
lowed from year to year; otherwise, the expression should not 
be used. The wording of the expression can very easily be 
changed to “the accounting principles followed by the company 
are sound and have been consistently maintained during the cur- 
rent year in accordance with preceding years.” 
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Certificates 

Several certificates, short and long, are presented, with a few 
words of comment on each. It must be understood that qualifi- 
cations may be inserted where necessary. 

Certificate i 

To the Board of Directors^ the X Corporation: 

We hereby certify that, in our opinion, the above balance sheet 
correctly sets forth the financial condition of the X Corporation as 
of December 31, 1938. 

(Signed) Chace and Chace. 

Cincinnati, Ohio 
March i, 1939 

Covnnent . — Certificate i is short and unqualified. The im- 
plication is that all work necessary was done, but it is not so 
stated. This certificate normally appears below the rendered 
balance sheet. 

Certificate 2 

To the Board of Directors^ the X Corporation: 

We have audited the books of the X Corporation as of December 
31, 1938. We certify that, in our opinion, the accompanying bal- 
ance sheet sets forth the correct financial condition of the corpora- 
tion as of that date. 

(Signed) Chace and Chace. 

Cincinnati, Ohio 
March i, 1939 

Covmient , — Certificate 2 is also short and unqualified. It is 
the same as Certificate i, with slightly different wording. 

Certificate 3 

To the Board of Directors^ the X Corpo'iatwn: 

We have audited the books of the X Corporation as of December 
31, 1938, and It is our opinion, based upon our examination, that 
the accompanying balance sheet, which is in agreement with the 
books of the corporation, correctly presents the financial condition 
of the corporation at that date. 

(Signed) Chace and Chace. 

Cincinnati, Ohio 
March i, 1939 
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Comment.— C^T:t\^Q2X& 3 is short, but slightly longer than 
either the first or the second. The word “certify” does not 
appear, yet the certificate is not weakened. It is implied that 
the examination was complete enough for the rendition of the 
certificate. At the same time, some people might wonder if a 
qualification is implied in the section “which is in agreement 
with the books”; the inference could be that the books either 
were correct or were corrected by the auditor. 

Certificate 4 

To the Bomd of Directors^ the X Corporation: 

We have examined the records of the X Corporation, and we 
hereby certify that in our opinion (subject to the correctness of 
the inventory figure, which we did not verify, but which was certi- 
fied to us by the President as representing the lower of cost or 
market), the accompanying balance sheet and statement of profit 
and loss fairly present the financial condition as of December 31, 
1938 and the operations of the corporation for the year ending 
December 31, 1938, and are in accordance with the books and ac- 
counts as of that date. 

(Signed) Chace and Chace. 

Cincinnati, Ohio 
March i, 1939 

Comment . — Certificate 4, of short form, contains a qualifica- 
tion respecting the inventory. The qualification is of the nega- 
tive type, and the implication is that everything else necessary 
for certification was done. The certificate is designed to cover 
both the balance sheet and the statement of profit and loss. 

Certificate 5 

To the Board of Directors^ the X Corporation: 

We have audited the accounts of the X Corporation, and we certify 
that, subject to the comments incorporated in our report, the ac- 
companying balance sheet and statement of profit and loss correctly 
present, in accordance with sound principles of accounting con- 
sistently maintained by the company during the year under audit 
and during preceding years, the financial position as of December 
31, 1938, and the results of operations for the year ended that date. 

(Signed) Chace and Chace. 

Cincinnati, Ohio 
March i, 1939 
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Qoimnent . — -This is a qualified, short form of certificate. The 
reader is specifically referred to the audit report. The phrase 
‘fin. accordance with sound principles of accounting consistently 
maintained by the company. . . implies that the accounting 
procedure has been satisfactory. It is a good phrase, but if it 
becomes standard and if too many qualifications appear at the 
same time, its significance is lost. 

Certificate 6 

To the Board of Directors, the X Corporation: 

We have examined the balance sheet of the X Corporation as of 
December 31, 1938. We also examined the expense and income 
accounts of the company for the year ending December 31, 1938, 
but we did not perform a detailed audit of the latter accounts. We 
examined or sufficiently tested all accounting records and support- 
ing data and obtained explanations from corporation officers, where 
necessary. Depreciation provisions axe adequate and proper dif- 
ferentiation is made between capital and revenue expenditures. 

Upon the basis of our examination, we hereby certify that in our 
opinion, the accompanying balance sheet and statement of profit 
and loss correctly portray the financial condition as of December 31, 
1938, and the operating results for the year ending on that date. 

(Signed) Chace and Chace. 

Cincinnati, Ohio 
March i, 1939 

Comment . — Certificate 6 might be considered short by some 
and long by others. It is qualified to the extent of denial of a 
detailed audit, a most important qualification, not appearing in 
any of the foregoing certificates. It is qualified as to the cor- 
rectness of the demarcation between capital and revenue expen- 
ditures. The first paragraph can be expanded to desired lengths 
for each audit. 


Certificate 7 

To the Bo aid of Directors ^ the X Corporation: 

We have audited the balance sheet and the statement of profit and 
loss of the X Corporation for the year ending December 31, 1938. 
In the light of the present good system of internal check, we ex- 
amined and tested the accounting records of the company, exam- 
ined all necessary documentary evidence and obtained advice and 
explanations from officers and employees to the extent necessary 
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for adequate audit for balance sheet and profit and loss statement 
purposes. The audit was not detailed. 

We followed the same proceedure for all subsidiaries of the X Cor- 
poration. 

The cash in the bank and on hand were verified and found correct. 

The accounts receivable were verified from the records of the com- 
pany and were aged and examined to determine their liquidity, and 
were found correct. Bad debt reserves are sufficiently large. 

Inventory quantities were certified by the President of the corpoia- 
tion. We examined inventory recoids and ascertained that they 
were evaluated at the lower of cost or market. 

All securities were inspected or confirmed through banks. All 
marketable securities are evaluated at the lower of cost or market. 

All fixed assets are evaluated at cost, less adequate reserves for de- 
preciation. 

All intangible assets are evaluated at cost and are adequately 
amortized. 

To the best of our ability, we have ascertained the inclusion of all 
liabilities. 

Expenses and incomes were tested for a period of four months and 
were found correct. 

In our opinion, the accompanying balance sheet and statement of 
profit and loss are correct statements of condition and operations, 
respectively, as of December 31, 1938, and for the year ending on 
that date. 

(Signed) Chace and Chace. 

Cincinnati, Ohio 
March r, 1939 

Comment . — ^This is a long form of certificate. It is qualified 
to the nonconfirmation of the accounts receivable and to the 
extent of the inventories not being verified as to quantity. In 
view of the certificate, it appears as though sufficient work was 
performed to render the implied qualifications quite negligible. 
If only the first and last paragraphs of this certificate were used, 
it would assume the short form. 
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Certificate 8 

To the Bomd of Directors, the X Corporation: 

We have examined the accounts of the X Corporation for the year 
ending December 31, 1938. As a part of our audit, we examined and 
tested the accounts and records of the corporation and reviewed the 
accounting methods in operation, in accordance with the necessities 
of the system of internal check. 

We are of the following opinion with respect to the audited state- 
ments, and with respect to the accounting principles and practices 
in force in the corporation. 

The statement of profit and loss and the balance sheet presented 
herewith, together with the notes attached to the statements, fairly 
represent the financial operating results for the year ending Decem- 
ber 31, 1938, and the financial condition as of that date. The state- 
ments have been reviewed in accordance with the following 
principles and procedural data: 

The accounting principles are sound, except: (i) Deferred charges 
have not been set up, and (2) depreciation of patents has been inade- 
quate. 

The accounting practices employed are sound, except; (i) De- 
preciation on office buildings has been charged to factory opera- 
tions, this overburdens factory costs to the extent of $30,000.00 
annually; we have adjusted inventories for the excessive depreciation 
included therein. (2) Bond interest income has been taken up as 
such when received rather than when earned. 

(Signed) Chace and Chace. 

Cincinnati, Ohio 
March i, 1939 

Comment , — This is a long form of certificate. Compared 
with Certificate 7, audit operations are summarized and details 
omitted. Also, the certificate appears before the corrective com- 
ments. The inference is that both principles and practices are 
correct in all respects with the exceptions of the qualifications 
noted. Comments are primarily of items incorrect rather than 
of data correct. Attention is directed to the balance sheet and 
statement of profit and loss footnotes. This form may be ex- 
panded indefinitely for further statement comment, principles 
comment and practice comment. Another alternative is to place 
the paragraph pertaining to statements at the end of the cer- 
tification. 
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To the Bomd of DiiectorSy the X Corporation: 

We have made an examination of the accompanying balance sheet, 
surplus statement and statement of profit and loss of the X Cor- 
poration for the year ending December 31, 1938. In connection 
with the examination we studied and reviewed the accounting 
methods, and we examined accounting records and all supporting 
evidence in sufficient detail, when considered from the standpoint 
of the system of internal check in operation, so that our results 
are dependable and fully comprehensive. We did not perform a 
detailed audit, but we did perform a detailed audit of transactions 
for January and December, 1938, and found all matters in excellent 
condition. 

[If comments are desmed, insert them at this point.] 

Based upon our examination, we hereby certify that, in our opinion, 
the accompanying balance sheet, surplus statement and statement 
of profit and loss correctly represent the financial condition and 
the operating results of the company for the year ending December 
31, 1938, in accordance with consistently interpreted accounting 
prmciples and consistently applied accounting practices, both main- 
tained from year to year by the company. 

(Signed) Chace and Chace. 

Cincinnati, Ohio 
March i, 1939 

Comment . — Certificate 9 is an adaptation of Certificate 6 but 
is somewhat more explicit. By inserting necessary comments 
between the first and the second paragraph, it can be expanded 
to any extent if additional details are desired for various audits. 
Qualifications cannot be used to any great extent, and if the 
auditor follows this certificate, he is forced to do all things neces- 
sary for a good audit. Regardless of the thoroughness of internal 
check or the lack of all internal check, the certificate covers all 
conditions. 


Would-Be Certificates 

The following certificates are examples of bad practice. 
Their faults should be studied. 
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Certificate A 

The accompanying balance sheet of the Y Company was prepared 
by us at December 31, 1938. 

(Signed) Dom and Dom. 

Cincinnati, Ohio 
March i, 1939 

Comment , — ^This is not a certificate, it is merely a statement 
of fact and mentions nothing about verification. 


Certificate B 

We have examined the balance sheet shown above and we have 
audited the accounts of the company. 

(Signed) Dom and Dom. 

Cincinnati, Ohio 
March i, 1939 

Comment , — ^The books might have been audited and might 
have been incorrect; nothing is said about this phase. There is 
no audit date. The balance sheet and the “audited” accounts 
may be out of agreement; that is, the balance sheet examined 
might be prepared before audit. 


Certificate C 


We have audited the accounts of the Y Company for the year end- 
ing December 31, 1938, and we certify that the accompanying bal- 
ance sheet is correct. 


(Signed) Dom and Dom. 

Cincinnati, Ohio 
March i, 1939 


Comment , — ^This certificate is not clear-cut; it is ambiguous. 
Compare it with Certificate 3. 


Certificate D 

We have made an examination of the balance sheet of the Y Com- 
pany as of December 31, 1938. We did not verify the inventory. 
We did not verify the computation of the depreciation of building 
as being on cost or appraisal value. We did not inspect the securi- 
ties owned. Subject to the foregoing qualifications, we hereby cer- 
tify that in our opinion, the accompanying balance sheet correctly 
sets forth the financial condition of the company as of December 
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31, 1938. Accounting principles and procedures have been con- 
sistently maintained. 

(Signed) Dom and Dom. 

Cincinnati, Ohio 
March i, 1939 

Covmient . — This certificate is strictly meaningless and value- 
less. No one can verify correctness when he has omitted to do 
the things mentioned in the certificate. No reliance can be 
placed in a certificate qualified as is this one. 


QUESTIONS AND PROBLEMS 

1. What material should be covered in the body of an audit cer- 
tificate^ 

2. Is the certificate of an auditor a guarantee rendered by him^ 
Discuss. 

3. If limitations are placed on an auditor during an audit, such 
as not being able to verify the clencal accuracy of inventory 
sheets, should he comment upon the limitations in his certifi- 
cate? 

4. Criticise the following certificate: 

To the Board of Directors, the ABC Company: 

We have audited the balance sheet of the ABC Company as of Decem- 
ber 31, 193 A, and we hereby certify that, in our opinion, the accompany- 
ing balance sheet is m accordance with the accounts of the company. 

5. Assume that you were denied an examination of the minute 
books of a corporation you were auditing. Would you refuse 
to sign {a) an unqualified certificate, {b) a qualified certificate^ 

6. In an audit of a hospital, upon what phases of the audit would 
your certificate particularly dwelP 

7. Is it possible to qualify a certificate to a balance sheet and at 
the same time not invalidate the balance sheet? 

8. The following appears in an audit certificate: “Fixed tangible 
assets are evaluated at appraisal as set up by the American 
Appraisal Company, and depreciation on the fixed tangible 
assets is charged into operations on the basis of the cost of 
the assets.” 

{a) What is the full meaning of the sentence^ 

{b) About which balance sheet items will you desire full in- 
formation after reading the sentence? 
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9. Examine the following certificate and point out all qualifica- 
tions incorporated in it. 

To the Board of Directofs, the XYZ Compa7jy: 

We have examined the accounts of the XYZ Company for the year 
ending December 31, 193 A. We examined and tested the accounts and 
records of the company and reviewed the accounting methods in opera- 
tion. We examined and reviewed the audit report submitted by A, B 
and C, chartered accountants, who audited the subsidiary ZZZ of London. 
Inventories were certified to us by the president, as being evaluated on 
the basis of the lower of cost or market, we verified inventory summary 
computations for clerical accuiacy. Plant valuations were certified by 
the Bock Appraisal Company and are incorporated in the assets as of 
their appraised values, the increase over cost being credited to Reappraisal 
Surplus. We have included liabilities in accordance with the accounting 
records. The accounting principles and practices followed by the com- 
pany are in accord with commonly accepted principles and procedures 
for the industry and have been consistently maintained during the year. 
We hereby certify that in our opmion, subject to the foregoing qualifi- 
cations, the accompanying balance sheet and statement of profit and loss 
correctly portray the financial condition of the consolidation as of 
December 31, 193 A, and the results of operations for the year ending 
December 31, 193A. 

(Signed) X, Y, Z. 

Ohio Certified Buhlic Accoimtafits, 

March 21, 1939. 

10. What should be the value of a certificate of audit^ 

1 1 Prepare an audit certificate, in long form, to be used in con- 
nection with a balance sheet audit, in which qualifications for 
{a) accounts receivable, {b) inventories, {c) securities, (d) de- 
preciation and {e) contingent liabilities must be mentioned. 
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General 

After the audit is completed, the working papers reviewed 
and the statements drafted, the audit report is prepared. In re- 
viewing the working papers, the auditor must be certain ( i ) that 
they contain all of the information necessary for the audit re- 
port, (2) that there are no mathematical errors, (3) that sup- 
porting schedule figures agree with leading schedules, (4) that 
all working papers are completely indexed and cross-indexed, 

(5) that each contains a full statement of the work done and 

(6) that each has been dated and signed. Usually the report is 
prepared in the office of the auditor, although there is much dis- 
agreement among accountants as to the locale of performing 
this work. Some contend that the quarters of the client are the 
proper place, so that information can be easily obtained and so 
that the client will better understand his bill when he receives 
it from the auditor. Unless the client gives the auditor a private 
office, interruptions and general activity usually result in a rather 
poor report. As to the client objecting to the auditor’s charges 
or being surprised at them, he normally trusts the honesty of the 
auditor and does not insist that the work be done under his 
surveillance. 

The report should be prepared promptly upon the close of 
the audit, as delay in preparation normally will tend to dim the 
memory of the auditor and consequently have an adverse effect 
upon the report. If considerable time has elapsed between the 
completion of the audit and the submission of the report, the 
client naturally will have lost some of his interest, and rightly 
so, as possibilities of controlling unsatisfactory conditions may 
have passed because of the lapse of time. The auditor must re- 
member that auditing is rapidly developing toward the control 
phase and away from its old purely historical aspects. Before the 
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report is written, the working papers and all notes are thorough- 
ly reviewed and are kept in front of the auditor for constant 
reference during the drafting of the report. In this report, the 
auditor must keep the client in mind and must remember that 
the client is the person who will read and understand, or not 
understand, the report. The report should be written, then, 
from the standpoint of results rather than from the standpoint 
of detailed work done. The client trusts the auditor to do all 
the necessary detailed work, and he is not interested in a mere 
recital of how the auditor spent his time and of the difficulties 
he encountered. 

The audit report is one of the most important phases of the 
work, as through this medium the client receives tangible evi- 
dence of the ^vork done and of the results of the audit. The 
greatest service is rendered by the auditor through his report; 
It is here that he is of real value to the client. To be of service, 
the utmost care must be used in compilation, drafting and ren- 
dition of report material. Complete books are written on the 
subject of audit reports alone, but in an unspecialized text of 
this nature, only those considerations necessary for the prepara- 
tion of an adequate report are discussed. 

The term “report’’ is used differently by various people and 
under differing conditions. Some auditors refer to the certificate 
as the report; and if the certificate is sufficiently detailed and 
expanded, it is the report. Also, the certificate is the report if 
no formal report is submitted. Reports may be long or short, 
depending on several conditions. The client may desire a long 
report which he can study and peruse during the coming year, 
or he may wish and be interested in only a certification. The 
examination might not be a complete audit but only an exam- 
ination of some particular section of the records, in which case 
the report probably will be relatively brief. Another factor de- 
termining the size of the report is the purpose of its preparation. 
For example, if the purpose is for managerial guidance, quite an 
amount of detail may be omitted because the management is 
familiar with such details; also for managerial purposes, much 
material might be added that would be omitted from a report to 
outsiders. If a report is for the stockholders, details may be vital 
or not, depending upon the primary purpose of the examination. 
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If the report is to prospective stockholders or for credit exten- 
sion purposes, details may be quite voluminous. 

In any situation, everything should be included in the report 
that is relevant to the particular audit under consideration. No 
attempt should be made to shorten unnecessarily the text of the 
report, and no attempt should be made to include text detail of 
an inconsequential nature. Also, the auditor must learn to dis- 
criminate between necessary and unnecessary statements and 
data tables. It is impossible, of course, to lay down hard and fast 
rules for report writing, each report must be written from the 
standpoint of the exigencies of the situation at hand. Definite 
rules of procedure and presentation cannot be given in any dis- 
cussion pertaining to the drafting of reports. 

The arrangement of the report may be as given here, but 
other arrangements frequently are used which are equally effec- 
tive: the introduction; the text, or comments; the conclusion; 
the statements and schedules. 

Introduction 

The purpose of the introduction is to set forth the name of 
the audited company, the period of the audit, the nature and 
purpose of the audit and the nature of the limitations placed on 
the audit. The introduction contains the addressee, and the cus- 
tomary statement or its effect: “. . . in accordance with your 
request, we arc submitting the report of the audit of the ABC 
Company, for the year. . . .” The auditor must be certain that 
he understands the proper addressee for each audit. The intro- 
duction may contain the certificate, or the certificate may be 
placed in the conclusion section, normally the final paragraph 
of the report. The introduction normally also contains a list of 
the submitted statements or exhibits. If a certificate constitutes 
the entire report, a table of contents is not prepared, but if the 
report is anything more than a certificate, a table of contents 
should be prepared regardless of how short or how voluminous 
the report in total. The table of contents should precede the 
introduction or should follow it. The net effect of the intro- 
ductory section is to act as a letter of transmittal of the report 
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to the client. The date of transmittal should appear either in the 
introduction or in the conclusion. Examine Reports i, 2 and 3, 
later in this chapter. 

Text 

If the comments on an audit are few and if the report con- 
sists primarily of statements, the comments may be incorporated 
in the certificate, as pointed out in Chapter XX. If the com- 
ments are extensive, a separate text section should be prepared. 

The text, or comments, section of the report is the section 
that causes trouble for most auditors, and it is most important 
division of the entire report. It is the section wherein the ability 
of the auditor can be judged by the client. The text is simply a 
narrative and statistical expansion and elaboration of the pre- 
sented statements and the data resting in the statements. One of 
the first things the auditor should tram himself to do during an 
audit is to prepare copious notes pertaining to all matters upon 
which he desires to comment; if he does this, the work on the 
report is greatly facilitated. Regardless of the excellence of a 
person’s memory, it is impossible to remember everything that 
should be placed in the report, and therefore the report data 
should be accumulated as the audit progresses. 

The text section, being the long and important one of the 
report, may be divided on different bases, depending upon the 
nature and purpose of the engagement. As far as this arrange- 
ment is concerned, some text sections might contain, for exam- 
ple {a) a brief history of the organization, if the audit is a first 
engagement or if the report is for prospective investors, {b) a 
discussion of operating results, in which all important changes, 
their causes and results, are elucidated, (c) a discussion of all 
important percentage changes and dollar changes, tabulated and 
discussed for both the balance sheet and the statement of profit 
and loss; (d) a discussion of the balance sheet items; (e) a gen- 
eral discussion of points of interest, comments and recommenda- 
tions. For example, if the audit is not detailed, the auditor might 
desire to show operating results in condensed tabular form, 
somewhat as follows: 
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Year 

Ending 

T2/31/3A 

% 

Year 

Ending 

12/31/33 


Increase 
OR (— ) 
Decrease 

Net Sales 


100.00 

$150,000 

100.00 

$50,000 

Cost of Sales 

. . 60,000 

60.00 

100,000 

66.67 

40,000 

Gross Profit 

. . . . 40,000 

40.00 

50,000 

33*33 

10,000 

Selling and Adm. Exp 

15,000 

15 00 

20,000 

13*33 

5,000 

Net Operating Profit 

25,000 

25.00 

30,000 

20.00 

5,000 

Nonoperating Income . . . 


1. 00 

0 

0 

— 1,000 


26,000 

26.00 

30,000 

2000 

4,000 

Nonoperating Expense 

6,000 

6.00 

10,000 

6.67 

4,000 

Net Profit 

$ 20,000 

20.00 

$ 20,000 

13*33 

0 


If such an arrangement is used, appropriate comment on impor- 
tant changes follow at this point. 

Others arrange the text of the report by starting with a dis- 
cussion of the most important items, regardless of their nature. 
Others follow the arrangement of the balance sheet and the 
statement of profit and loss, regardless of the relative importance 
of the various items. 

Others arrange the comments section of a report on the basis 
of the three general types of comments: (i) verification and 
procedural comments, (2) qualification comments and (3) dis- 
cussional comments of a general nature and of interest to the 
client. 

Pertinent to verification and procedural comments, some 
clients desire more comments than do others. When procedural 
comments are used, a description of the method of verification 
for assets, liabilities and net worth should be included. As a gen- 
eral rule, it is desirable to limit procedural rernarks as much as 
possible. For instance, in discussing the scope of the audit it is 
much better to say “the cash on hand was counted, and the cash 
in the banks was reconciled with the bank certificates,” than it 
is to say “cash on hand was counted at 9:00 A. M., July i, 1939, 
and was found correct; bank certificates were obtained from 
the depositaries and the cash accounts were satisfactorily recon- 
ciled to the bank statements.” Of course, it is impossible to alter 
a person’s innate general style of writing, and procedural com- 
ments should not be curtailed to the point of becoming mean- 
ingless. Under no conditions should the auditor allow one bit 
of misunderstanding of the work done. 
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Procedural comments might be arranged as follows. Appro- 
priate discussional comment concerning conditions would follow 
each procedural comment. 

Cash 

We verified cash in the banks by obtaining bank certificates 
and reconciling the balances according to the bank with the book 
balances. Cash on hand was verified by count. Cash receipts were 
traced to the bank for April and December. Canceled cheques for 
the two months were inspected, and all cheque numbers were ac- 
counted for. 

Accounts Receivable 

Accounts receivable were verified by confirmation and by 
aging. We mailed confirmation forms to 100 per cent of the cus- 
tomers and received replies from 72 per cent. Nmcty-nine per 
cent of the accounts receivable balance is considered collectible, 
and the reserve for bad debts is adequate in view of the current 
condition of the accounts and the collection experience of the 
company. 

Notes Receivable 

Notes receivable were verified by confirmation and inspection. 
All are on hand, and all are current. 

Investments 

We examined the stocks and bonds owned by the company, 
held in the safety deposit vaults of the Third National Bank. Se- 
curities pledged as loan collateral were verified by correspondence 
with the banks. Temporary investments arc evaluated at the lower 
of cost or market, and permanent investments are evaluated at cost. 
All purchases and sales of investments were completely vouched. 

Inventories 

We verified inventories by testing prices and verifying the 
extensions and footings of the inventory sheets; the inventories are 
priced at the lower of cost or market. We did not verify quantities, 
but the president of the company ceitified the quantity correctness 
to us. 

Fixed Assets 

The real estate owned by the company was certified as to title 
by the attorney of the company. We audited all reserves for de- 
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predation and found them correct and adequate. We vouched all 
fixed asset additions and deductions made during the year. An 
appraisal of the fixed assets was made by the United States Appraisal 
Company at $5,000,000.00 in 1936, the carrying value on the books 
is $3,200,000.00. 

Deferred Charges 

Deferred charges were audited, and all deferred items are prop- 
erly computed and are correctly shown on the balance sheet. An 
examination of the insurance policies shows that the company is 
protected with respect to buildings, equipment and merchandise to 
the extent of 95 per cent of the value. Burglary and messenger 
insurance is not carried. 

Liabilities 

We have made every attempt to ascertain that all liabilities are 
included in the records. The treasurer has rendered us his certificate 
affirming the inclusion of all liabilities. As far as we were able to 
ascertain, there are no contingent liabilities. 

Sales 

We tested sales records for April and December. Sales invoices 
were inspected for prices, extensions and footings and were vouched 
to the sales records, the subsidiary ledgers, the inventory records 
and the cash books. Sales records were inspected for the remaining 
months of the year. Sales records were footed for the year and the 
footings traced. We did not foot subsidiary ledgers. 

Expenses 

We vouched all expenses for April and December. We inspected 
all expenses for the remainder of the year. All vouchers were 
checked against the original invoices, the voucher register and the 
cash disbursements records; canceled cheques were inspected and 
traced to the cheque register for the two months of detailed audit. 

Qualification comments must be clear. The qualifications 
must not have the effect of indicating that less work has been 
done than is necessary to the satisfactory conclusion of any audit. 

Discussional comments of interest to the client are the most 
important of all the comments in the audit text. All criticisms 
must be constructive, never destructive. Financial and operating 
ratios should be profusely used. These are interesting and vital- 
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izing when correctly interpreted and discussed, and are valuable 
to the auditor and to the client. Several ratios frequently used 
are: {a) the working capital ratio; {b) the ratio of net worth to 
total liabilities; {c) the ratio of net worth to net fixed assets; 
{d) the ratio of inventories to accounts and notes receivable; 
(e) the ratio of net profit to net worth, (f) the ratio of net 
profit to net total assets; (g) the ratio of cost of sales to average 
inventory; (h) the ratio of sales to net total assets; (f) the ratio 
of sales to net accounts receivable; (j) the ratio of sales to net 
fixed assets; (k) the ratio of sales to net worth, (/) the ratio of 
net operating profit to sales; (77^) the ratio of net profit to sales. 
The percentage earned on the common stock, the savings per 
share of common stock and the book value of the common stock 
also should be shown. There are many other ratios which can 
be used, and many of the aforementioned need not be used in 
each audit. When ratios are used, the dollar figures should also 
be given, and both dollar figures and ratios should be presented 
on a yearly comparative basis. 

Discussional comments can be divided into many classes, 
among which are, in addition to ratio studies and discussions: 
comments on (a) dollar increase and decrease; (b) the account- 
ing system, (c) personnel problems; (d) insurance coverage; 
(e) cost procedure; (f) inventory methods and control; (g) pro- 
duction policies and factory organization; (h) sales policies; 
(i) dividend policies; (j) additional capital requirements; (k) the 
general progress of the business; (/) sales and profits; (777) the 
net worth position; (71) other comments pertinent to the audit. 
The order given here may be rearranged to suit the audit; in 
most cases, balance sheet comments will appear first. The report 
should not contain schedules of subsidiary accounts, unless the 
client wants them. Charts and graphs should be used if they can 
illustrate a point. 

Regardless of the particular plan followed in the text section 
of the report, the purposes of the presentation are: (i) to sum- 
marize, review and emphasize the important financial facts per- 
taining to condition and to operations; (2) to use ratios, graphs 
and comparative data to the best advantage in order to show 
trends of financial condition and operations; (3) to describe the 
verification methods used in auditing the records; (4) to point 
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out all qualifications of the work done and the results of the 
audit; (5) to advise the client of necessary and desirable changes 
in the accounting procedure. 

Conclusion 

The conclusion may or may not include the certificate and 
sometimes includes a note of thanks to the client and the em- 
ployees for the cooperation received. The conclusion should 
not summarize and repeat the text material; it should be short 
and to the point. 

Statements 

The preparation and presentation of the statements should 
be in a manner in keeping with the best methods possible under 
the engagement. Some auditors prepare statements which are 
excellent in appearance, while others prepare them in so garbled 
a fashion that they are exceedingly difficult to understand. Some 
auditors term their statements “exhibits,” others “schedules,” 
others “statements.” Regardless of what they are called, sup- 
porting schedules should be plentiful and carefully indexed to 
the leading exhibits, statements, or schedules. No schedule 
should be submitted unless a definite need for it exists. If possi- 
ble, all submitted statements should be prepared in comparative 
form, so that changes can be reviewed. The statements normally 
prepared are; the balance sheet, the statement of profit and loss, 
the statement of cost of goods manufactured and sold, the state- 
ment of surplus and supporting schedules for each statement. 
In submitting supporting schedules, the auditor is guided by 
several factors, among which are; ( i ) the purpose of the audit, 

(2) the importance of the data submitted in the schedule, 

(3) the necessity for the schedule, (4) the value of the schedule 
in driving home a point. 

Miscellaneous 

In preparing the report, the auditor should be concise and 
not lead up to a point by a long harangue. He is not employed 
to orate; he is employed to audit. Every report should be made 
interesting; this is of prime importance, regardless of the client. 
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Too many auditors follow a stereotyped form and make all re- 
ports exactly alike, regardless of circumstances. They express 
factual material only and are afraid to express an opinion or a 
conclusion because of criticism. Any opinion or conclusion 
must always be backed by facts. In commenting upon different 
phases of the business, the auditor should ignore mere differences 
of opinion engendered by pet hobbies. Every business has cer- 
tain points of interest and fascination which offer excellent ma- 
terial for the auditor. He should use language that is forceful, 
clear-cut and easy to understand. Unimportant details should 
always be omitted, sometimes the distinction between important 



Form 32 — Circle Chart. The Disposition of the Sales Dollar 

and unimportant details is difficult to make, but study, training 
and experience in time will have the desired effect. Of details 
not to be included in a report, the following are typical: trial 
balances, schedules of accounts receivable, schedules of accounts 
payable, composition of the cash account, a list of outstanding 
cheques or missing vouchers, detailed depreciation studies, a list 
of errors, adjusting entries submitted by the auditor, suspected 
fraud, trivial defects in the accounting system. In making any 
analysis, the reasons for the analysis should be explicitly set 
forth. If secret reserves exist, they should be pointed out in the 
report. 

If diagrams and charts are employed, the story they tell must 
be carefully studied before they are prepared. The purpose of a 
chart is to portray information attractively and briefly. Few 
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PROFIT 

ADMINISTRATIVE 

EXPENSE 


SELLING EXPENSE 


COST OF SALES 


Form 33 — Bar Chart The Disposition of the Sales Dollar 


15 % 


20 % 


60 % 


accountants have a sufficient knowledge of staustical presenta- 
tion, and therefore charts and graphs are not used as extensively 
as they should be in order to build the most effective reports. 
Charts and graphs, if used, should be designed so that their mean- 

DOLLARS 
(000) OMITTED 



JFMAMJ JASQND 

1937 

1938 

Form 34 — Curve Chart Sales in Thousands, 1937 and 1938 



432 


Auditing 


ing is clear and so that they need not be interpreted before being 
useful or understandable. Charts, for the purposes of the ac- 
countant, are of three general types: the circle, the bar and the 
curve chart. 

If a report is prepared for investment purposes, it should 
clearly set forth, among other things: (i) the amount of the 
invested capital, (2) the sources of the capital, (3) the fixed 
annual charges, (4) all debts, (5) the general policy of the com- 
pany with respect to dividends and to the reinvestment of earn- 
ings and (6) the history and a complete analysis of the surplus 
account. 

If a report is prepared for credit purposes, it should show: 

(1) current assets which will be readily turned into cash, 

(2) current assets which will not be turned into cash, (3) cur- 
rent liabilities maturing within a short time, (4) ratios of current 
assets to current liabilities, (5) pledged and secured assets and 
(6) contingent liabilities. 

Before the report is typed, it should be thoroughly checked; 
it also must be checked after it is typed. The report must be 
designed so that its physical form is attractive. It should be de- 
signed and written with the intention of making it used, useful 
and appreciated. In certain cases it is a good idea to review the 
report with the client before it is typed. Every auditor should 
have an understanding with his client concerning the use of the 
comments in the report for quotation purposes by the client. 
After the report is written, it should be attractively bound. A 
copy should be preserved, along with the working papers. 

Report Examples 

A few short examples of reports are submitted for the 
reader’s study. It must be remembered that these are merely 
examples and that the form, arrangement and content change 
with the audit of each individual company and with the prac- 
tices of each individual auditor. The exemplary reports have 
been reduced in size in order to conserve space, as some audit 
reports cover a hundred pages or more. They also have been 
reduced in size in order to avoid the presentation of elaborate 
reports which, owing to their very length, might make for con- 
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fusion in the mind of the reader. With the material presented 
here as a basis, the expansion of any of the reports is possible in 
accordance with the size of the engagement and the necessity 
for more lengthy presentation. Each auditor develops his own 
style, and many people will not like the reports presented here, 
but they are merely examples and are not to be considered as 
standards, set up without hope of possible deviation. 

One type of report, not shown here, is the ratio study re- 
port. When this type is used, the arrangement might follow 
that shown for ratios on page 428. Another type, not shown, is 
the short annual report to stockholders. 

Report /. — ^This report is simple and short and contains no 
certificate. Names and figures have been altered from actuality. 
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CHACE AND CHACE 
Certified Public Accountants 


Mansfield E. Chace 
Wellington M. Chace 


The Board of Directors, 

The Anderson Company, 

St. Louis, Missouri. 

Gentlemen: 

In accordance with your request wc have audited the accounts and records 
of the Anderson Company, for the year ending December 1938. In con- 
nection with the audit, we reviewed the accounting methods and tested or 
examined accounting records and supporting evidence to an extent sufficiently 
appropriate when considered in the light of the system of internal check in 
operation. We performed all work necessary for the audit, but we did not 
perform a detailed audit of all transactions. Accounting principles and prac- 
tices have been maintained on an excellent basis, consistent with the preced- 
ing year. 

We herewith present our report, based upon our examination, together 
with the following exhibits 

Exhibit I Comparative Balance Sheet, as of December 31, 1937 and as 
of December 31, 1938. 

Exhibit II, Comparative Statement of Profit and Loss, for the Years 
Ending December 31, 1937, and December 31, 1938. 


I E. Fouith Stieet 
Cincinnati, Ohio 

February i, 1939. 


Balance Sheet Comments 


Cash, $10,000.00. 

The cash was reconciled with the bank certificate. As compared with 
December 31, 1937, cash has increased by $4,000.00. 

Accounts Receivable, $30,00000. 

Reserve for Bad Debts, $2,000.00. 

Accounts receivable were not verified by confirmation; we examined the 
accounts and obtained information from the treasurer where necessary. Only 
$1,000.00 of the accounts are over 90 days old W^e believe that the reserve 
for bad debts is quite sufficient to cover any possible losses from this source. 
Bad debts write-offs are rapid, and the follow-up system, after the accounts 
are written off as uncollectible, is excellent. Bad debt losses for 1938 were 
$800.00, or .0009 of net sales, compared to .0014 in 1937. Compared to 1937, 
accounts receivable have increased by $8,000.00. 

Notes Receivable, $7,000.00. 

Notes receivable were verified by correspondence. The notes are all trade 
notes, with a maximum maturity date of June 15, 1939. 
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Inventories^ $80,000.00. 

We did not count or test-check the inventories for quantity. The inven- 
toiies were certified to us by Mr. H. G. Anderson, the president of the com- 
pany. We thoroughly checked prices, extensions, and footings on the 
inventory summaries and found them correct. A survey of the perpetual 
inventory records indicated that all items are moving and no obsolete items 
were discovered The inventory was priced at the lower of cost or market 
m all instances As of December 31, 1938, the inventory has increased by 
$10,000.00 compared with December 31, 1937, in view of the increased sales, 
this appears reasonable. 

Fixed Assets, $404,000.00. 

Reserves for Depreciation, $93,000.00. 

All of the fixed assets arc evaluated at cost. An analysis of the fixed assets 


is presented. 

Balance 

Add 

Deduci 

' Balance 

Depreciation 

Total 

Carrying 


i-I '38 

1938 

1938 

12-31-38 

Rate 

$ 

Reserve 

Value 

Land . . 

$ 16,000 

0 

0 

$ 16,000 

0 

0 

0 

$ 16,000 

Buildings . 

170,000 

0 

0 

170,000 


$ 3,400 $24,000 

146,000 

Furniture and 
Fixtures .. 

180,000 $3 

0,000 

$10,000 

200,000 

10% 

20,000 

58,000 

142,000 

Delivery Equip- 
ment . . . 

18,000 

5,000 

5,000 

18,000 

25% 

4,500 

11,000 

7,000 


$384,000 $35,000 $15,000 $404,000 $27,900 $93,000 $311,000 


We examined all asset and reserve accounts, and vouched all fixed asset addi- 
tions and deductions, all charges and credits to the reserves for depreciation, 
made during the year 1938. Depreciation is adequate in every case. 


Current Liabilities, $50,300.00. 

To the best of our ability, we have ascertained that all current liabilities 
are incorporated in the books and are in accordance with the above figure. 
The treasurer certified to the correctness of this liability figure, and certified 
that no contingent liabilities existed. Current liabilities decreased by $1,800.00 
as compared with December 31, 1937. The current ratio is satisfactory at 2.3 
to I. 

Net Worth, $307,500.00. 

We verified the no-par common stock outstanding by vouching all trans- 
fers made during the year. No new stock was issued during the peiiod. 

Surplus increased by $46,000.00, the profit for 193 $10,000.00 paid in 

dividends, or $36,000.00 net. The only charge to surplus during the year was 
for dividends. The reserve for contingencies for $50,000.00 set up early m 
1937 remains unchanged. The book value per share of stock is $30.75 com- 
pared with $27.15 one year ago. The increase is caused by the profit of $4.60 
per share earned in 1938; $1.50 per share was earned in 1937. 
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Operating Comments 

Sales and Cost of Sales 

Sales in 1938 increased 12.50% over 1937, or from $698,00000 to $802,000.00. 
At the same time, cost of goods sold increased by only $5,000.00, from 
$545,000.00 in 1937 to $550,000.00 in 1938. In terms of sales, this means that 
cost of goods sold dropped from 78.08% of sales m 1937 to 68,46% of sales 
m 1938, resulting in a gross profit of 31.54%, or $252,000.00 in 1938 compared 
with 21 92% or $153,000.00 in 1937. The increase in sales and the increase in 
gross profit, both in terms of dollars and percentage, is highly encouraging. 

Expenses 

Operating expenses in 1938 were $191,00000, or 2381% of sales compared 
with 1937 expenses of $127,00000 or 18.18% of sales. While the expenses in 
1938 increased 5.63%, this percentage increase is far below the increase in 
gross profit for 1938. In other words, the expenses increased at a much 
slower rate than did sales or gross profit; while sales were increasing $1.00, 
expenses were increasing only $0563. Of the individual expenses, sales sal- 
aries, sales commissions, and advertising, increased materially, but this is the 
normal expectancy in view of the large increase in sales. 

Profits 

Net profit on operations increased by $35,000.00 in 1938, or from $26,00000 
in 1937 to $61,000.00 in 1938. The rate of net profit on operations in 1937 
was 374% of sales compared with 773% in 1938. Net profit in 1938 was 
$46,00000 or 5.76% of sales, compared with $15,000.00 or 2.14% in 1937. In 
1938, every $i 00 of sales resulted in $.036 more profit than did each dollar 
of sales in 1937. 

The following statistical study portrays the above discussion. 


Increase Increase 

OR OR 

Decrease Decrease 

1937 % 1938 % % i 9'38-37 

Net Sales $698,000 10000 $802,000 100.00 $104,000 12.50 

Cost of Sales 545,000 78.08 550,000 68.46 5,000 .90 


Gross Profit 153,000 21.92 252,000 31*54 99,000 38.88 

Operating Expenses .. .. 127,000 18.18 191,000 23.81 64,000 33*50 


Net Operating Profit . . . 26,000 3 74 61,000 7.73 35,000 57*37 

Financial Expense (Net) 11,000 160 15,000 1.97 4,000 26.66 

Net Profit $ 15,000 2.14 $ 46,000 5.76 $ 31,000 67.39 


yFhile we did not prepare a detailed audit of incomes and expenses, we 
audited all sales invoices for January and December, and we audited all ex- 
penses for the same two months. W^e verified cash receipts and cash dis- 
bursements for January and December, and completely footed and traced 
the postings of the cash receipts, cash disbursements, and sales books for the 
entire year, and did all other things necessary to convince us of the correct- 
ness of the records. We examined the minute book for the year, and found 
that all actions taken therein, which affected the accounts, were properly 
merged into the books* r r / 

We appreciate the cooperation received from officers and employees, and 
are grateful to them for the consideration shown us. 

Respectfully submitted, 

Chace and Chace, 

Certified Public Accountants 
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EXHIBIT II 

The Anderson Company 
Statement of Profit and Loss 

For the Years Ending December 31, 1937 and December 31, 1938 



1937 

% 

1938 

% 

+ OR — 

Sales ... . . $712,000.00 


$810,000 00 


$ 98,000.00 

Less Sales Returns and 






Allowances . 

14,000 00 


8,000.00 


— 6,000 00 

Net Sales . . 

698,000 00 

100.00 

802,000.00 

100.00 

104,000.00 

Cost of Goods Sold. 






Inventory, i/i 

65,000 00 


70,000.00 


5,000.00 

Purchases 

550,000.00 


560,000.00 


10,000.00 


615,000.00 


630,000.00 



Inventory, 12/31 

70,000.00 


80,000.00 


10,000.00 

Cost of Goods Sold.. 

545,000.00 

78.08 

550,000.00 

68.46 

5,000.00 

Gross Profit 

153,000.00 

21.92 

252,000 00 

31*54 

99,000.00 

Operating Expenses 






Administration 






Depreciation on Build- 






ing 

3,400.00 


3,400.00 


0 

Office Salaries . . 

17,600.00 


22,600.00 


5,000 00 

Bad Debts .... 

1,000.00 


800.00 


— 200.00 

Telephone . . . . 

1,800.00 


2,200 00 


400.00 

Insurance 

3,200.00 


4,000.00 


800 00 

Total Administration 

27,000.00 

3.86 

33,000.00 

4.11 

6,000.00 

Selling: 






Depreciation on Fur- 






niture and Fixtures.. 

18,000.00 


20,000.00 


2,000.00 

Sales Salaries 

24,000.00 


47,000.00 


23,000.00 

Delivery Salaries . . . 

9,500.00 


9,000.00 


— 500.00 

Commissions . . 

27,000.00 


45,500.00 


18,500.00 

Depreciation on Deliv- 






ery Equipment . . . . 

4,500.00 


4,500.00 


0 

Advertising 

17,000.00 


32,000.00 


1 5,000.00 

Total Selling 

100,000.00 

14.32 

158,000.00 

19.70 

58,000.00 

Total Operating Expense. 

127,000.00 

18.18 

191,000 00 

23.81 

64,000.00 

Net Profit on Operations. 

26,000.00 

3-74 

61,000.00 

7-73 

35,000.00 

Non-Operating Income 






Interest Income 

1,100.00 


200.00 


— 900.00 

Purchase Discount 

900 00 


800 00 


— 100.00 

Total Non-Operating 






Income 

2,000.00 


1,000.00 


— 1,000.00 

Non-Operating Expense 






Interest Expense 

1,200.00 


2,000.00 


800.00 

Sales Discount 

11,800.00 


14,000.00 


2,200.00 

Total Non-Operating 






Expense 

13,000.0a 

1.60 

16,000.00 

1.97 

3,000.00 

Net Profit 

$ 15,000.00 

2.14 

1 46,000.00 

5.76 

$ 31,000.00 



440 


Auditing 


Report 11 . — This report opens with an introduction, fol- 
lowed by comments of a procedural and verificational nature, 
qualification comments, and discussional comments, and closes 
with a certificate. Statements are not reproduced for this 
report. 

CHACE AND CHACE 

Certified Fubhc Accountants 

Mansfield E. Chace 
Wellington M. Chace 

1 E. Fourth Street 

The Board of Directors, Cincinnati, Ohio 

The Benderton Company, 

Detroit, Michigan. February i, 1939. 

Gentlemen: 

In conformity with the terms of our engagement, we have made on exam- 
ination of the balance sheet of the Benderton Company as of December 31, 
1938. Our audit has embraced the verification of the assets and liabilities of 
the company, and an analytical review by test of the expense and income 
records, transactions, and supporting evidences, to the extent necessary m 
view of the system of internal control; however, we did not make a detailed 
audit of expense and income transactions. We investigated the accounting 
system in force in the company, and found it good, and satisfactorily operated. 

Scope of the Audit 

Cash on deposit with the First National Bank was verified by certificate 
obtained from the bank. Cash on hand was verified by count. We did not 
verify the cash funds at the Racine or Kenosha branches, but these amounts 
were certified to us by the branch managers. 

We did not circularize the trade accounts receivable, but we reviewed 
the accounts and discussed their collectibility with the credit manager. We 
are of' the opinion that the reserve for bad debts is adequate. Non-trade 
accounts receivable, composed of amounts due from the Hamilton Company 
for the sale of fixed assets, were confirmed by correspondence. 

Inventories of raw material, work m process, and finished goods were cer- 
tified to us by the treasurer, as to quanuty. We examined the methods of 
taking the physical inventory, and found them capable of resulting in accu- 
rate inventory figures. The control over the physical inventory is not satis- 
factory, and the management has taken steps to correct defects in this direction, 
in accordance with our recommendations. We tested the inventory sheets for 
pricmg, extensions, footings, and general clencal accuracy, and found them 
in good order. Inventories were priced at the lower of cost or market. 
Article A, finished goods, while costing $15,000.00 has a present market value 
of $10,000.00, and we have set up a reserve for the decline in inventory value 
and charged non-operating expenses as shown on the balance sheet and profit 
and loss statement. We tested work in process records and found them accu- 
rately kept. 

Current investments were inspected and counted at the First National 
Bank. The count and valuation is in accordance with the records of the 
company, which are correct; no securities are pledged as loan collateral. 

Title to property w^as not verified, but tax bills and maintenance charges 
clearly indicate ownership by the Benderton Company. All fixed asset addi- 
tions and deductions were verified by minute book inspection for authoriza- 
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tions, by voucher examination and by vouching all transactions to the 
accounts; we found that all capital charges were correct. During the year, 
a plant ledger has been put in operation, and the controls and subsidiaries are in 
agreement. We verified additions made to the reserves for depreciation; 
reserves are adequate in ail cases. Profits and losses realized upon the disposi- 
tion of fixed assets have been carried direcdy to surplus, we recommend that 
such losses and gains be carried through the proper profit and loss accounts. 

Deferred charges and prepaid expenses were examined, the proper dis- 
tinction between expenses and deferred amounts is maintained. 

Accounts and notes payable were reviewed and analyzed. Controls and 
subsidiaries are in agreement. Upon our examination of the subsidiary rec- 
ords, aided by inquiry and certification, we are satisfied that the accounts 
and notes^ payable truly^ reflect all unpaid amounts at the end of the year. 
We examined invoices, inventory records, and purchase records for the first 
few days of January 1939, and the last few days of December 1938, and are 
assured that cut-off periods are proper. 

Bonds payable were certified by the sinking fund trustee, and are in 
accordance with the books of the company. Amortization of bond premium 
is properly handled. 

Additional common stock to the extent of 10,000 shares was sold during 
the year, at $102.00. We traced the receipts to the bank. The premium is 
carried in a Premium on Common Stock account. The funds were used to 
construct Plant No. 2. We confirmed the total stock outstanding through 
certification from the Central Trust Company, registrars, and the Western 
Trust Company, transfer agents. 


Comments 

The profit per share of common stock outstandmg was $7.73 in 1938 com- 
pared with $6.28 in 1937, after the additional 10,000 shares issued are consid- 
ered. Dividends paid on common during the year were $5.00 per share. 

The book value per share of common has decreased by $2.00 per share 
due to the decrease in the number of outstanding shares. 

The percentage of profit earned on total net worth increased to 6.35% 
in 1938 from 6.10% in 1937. 

The current ratio stands at 361 to 1.00 compared with 297 to i.oo one 
year ago. The ratio and its increase are satisfactory. 

The rate of net profit on sales was 3.00% compared with 3.10% in 1937. 
The very slight drop in the return on sales was caused primarily by a slight 
percentage increase in the cost of sales for this year compared with 1937. 

Total capital turned over 1.5 times in 1938 compared with 1.8 times m 1937, 
the decreased turnover being caused by the increased capital. 

Inventories turned over 2.1 times in 1938 and 1.7 times in 1937, a decidedly 
better turnover. The turnover is for all inventories combmed. 

Sixty days sales were tied up in accounts receivable at December 31, 1938, 
compared with fifty-eight days sales at the end of 1937. These figures are so 
close together that the increase need cause no alarm. 

Cost of sales increased to 72% of sales in 1938 from 67% of sales in 1937. 

Overhead distribution has been on the basis of 175% of direct labor. In 
view of increased labor costs, which appear to be permanent, we suggest that 
the rate be reduced to 160%, thereby resulting in a more equitable normal 
distribution. 

The accompanying comparative balance sheet and comparative statement 
of profit and loss show financial condition and operating results and com- 
plete comparisons for the past two years. 
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Accounting procedures and principles have been consistently maintained 
during the past year in conformity with practices for preceding years. 

We appreciate the splendid cooperation of the officers and employees of 
the company so graciously rendered during our examination 

Certificate 

Subject to the foregoing qualifications, and based upon our examination, 
we hereby certify that, in our opinion, the accompanying balance sheet and 
statement of profit and loss fairly present the financial condition of the com- 
pany at December 31, 1938 and the results of operations for the year ending 
December 31, 1938. 

Very truly yours, 

Chace and Chace, 

Certified Fublic Accountants, 


Report IIL — This report is of greater and more explicit 
scope with introduction and certification appearing together 
first, followed by profit and loss and balance sheet comparative 
figures and analyses and comments. 
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CHACE AND CHACE 
Certified Tuhlic Accountants 

Mansfield E. Chace 
Wellington M. Chace 

I E. Fourth Street 

The Board of Directors, Cincinnati, Ohio 

The Chadwick Corporation, 

Philadelphia, Pennsylvania. February i, 1939. 

Gentlemen 

In accordance with the terms of our engagement, we have audited the 
balance sheet of the Chadwick Corporation as of December 31, 1938. We 
have reviewed the accounting system, and we have reviewed by test and 
analysis the expense and income transactions and supporting evidences of 
transactions for the year 1938, to the extent appropriate in view of the system 
of internal control; we did not perform a detailed audit. Accounting prin- 
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ciples and practices, both of which are sound, have been consistently main- 
tained throughout the year in accordance with previous years’ practices. 

As part of our report, we submit to you the following statements. 


Exhibit I. 
Exhibit II. 
Exhibit IIL 


Schedule 

Schedule 

Schedule 

Schedule 

Schedule 


Balance Sheet at December 31, 1938. 

Statement of Surplus. 

Statement of Profit and Loss for the Year Ending Decem- 
ber 31, 1938 and Comparison with the Year Ending 
December 31, 1937. 

1. Statement of Cost of Goods Manufactured and Sold. 

2. Administrative Expense. 

3. Selling Expense. 

4. Financial Income. 

5. Financial Expense. 


Based upon our exammation, and subject to comments appearing in this 
report, we hereby certify that, in our opinion, the accompanying balance 
sheet and statement of profit and loss properly present the financial condition 
of the corporation as of December 31, 1938 and the results of operations for 
the year ended on that date. 

Respectfully submitted, 

Chace and Chace 


Operating Comments 

We did not perform a detailed audit of expenses and incomes, but we 
made a general review and test check of the incomes and expenses for the 
year, and we compared the incomes and expenses of 1938 to 1937. We investi- 
gated all material fluctuations and obtained satisfactory explanations in all 
cases. We submit the following comments upon incomes and expenses; you 
are referred to Exhibit III in connection with our analysis. 

Sales 

Net sales increased $3,831,165.12 in 1938 compared with 1937. This repre- 
sents an increase of 23% for the year. The increase is caused by an increased 
v^olume, at prices approximatmg those of 1937. Due to the increased use of 
machinery in the plant, direct labor and manufacturing overhead did not 
increase in proportion. While sales increase by 23%, net profits increased 
by 73% for the year, as pointed out in the Net Profits comments, later in the 
report. 

Increase 

1938 1937 1938 OVER 1937 % 

Net Sales $16,365,509.48 $12,534,344.36 $3,831,165.12 23 

Cost of Goods Manufactured and Sold 

Cost of goods sold increased by 19% in 1938 compared with 1937. In terms 
of sales, cost of goods sold decreased by 4% in 1938, which is highly favor- 
able when interpreted in terms of the net profit for the year. A study of 
Schedule i, Cost of Goods Manufactured and Sold, shows that the increase 
in cost of sales was quite equitably distributed over all of the items. Material 
costs remain about constant at $.25 for each $1.00 of sales. 


Increase 

1938 1937 1938 OVER 1937 % 

Cost of Sales $11,445,856.63 $9,275,413.82 $2,170,442.81 19 

Percentage of Sales jq% 74% 
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All controllable items of manufacturing overhead increased in 1938, with 
the exception of superintendence and foremanship, which decreased by ap- 
proximately $13,000.00. This was caused primarily by the retirement of four 
old employees and their replacement by employees at salaries somewhat lower 
than those of their predecessors. Total manufacturing overhead constituted 
21% of sales in 1938 and 23% in 1937. The increase in manufacturing over- 
head for 1938 was $521,150.60 or 18% mcrease over 1937. From this, it is 
discernible that manufacturing overhead increases at a lower rate of increase 
than sales. 

Mamtenance costs increased approximately $123,000.00 m 1938, this condi- 
tion IS normal as mamtenance fluctuates directly with production. 

Gross Profit 

Gross profit increased to 30% of sales in 1938 from 26% of sales m 1937. 
Due to the mcrease of sales for the current year, the increase of $.04 gross 
profit per $1.00 of net sales was primarily made possible. 

Increase 

1938 1937 1938 OVER 1937 % 

Gross Profit $4,919,65285 $3,258,93054 $1,660,722.31 33 

Percentage of Sales . . 30% 26% 

Administrative Expenses 

Administrative expenses increased $319,836.17 m 1938, or by 21%. This 
compares with a 23% increase in sales, which means that the mcrease in ad- 
ministrative expenses is almost proportionate to the increase in sales. How- 
ever, due to the sales increase, administrative expenses dropped from 9.20*^ 
of sales m 1937 to 900% in 1938. If the admimstrative expenses had not 
increased so rapidly, the figure of 9.00% of sales would be lessened. Of the 
admmistrative expenses, office salaries and traveling expense show the great- 
est mcrease, accounting for 70% of the mcrease. 

Increase 

1938 1937 1938 OVER 1937 % 

Administrative Expense .. $1,472,995.85 $1,153,15968 $319,836.17 21 

Percentage of Sales 9.00% 9.20% 

Selling Expenses 

Selling expenses increased by $346,396.37 or by 17%. The rate of increase 
was 6% slower than the rate of increase of 23% for sales. All items of sell- 
ing expense increased, with the emphasis quite equally distributed. Selling 
expenses were 13% of sales in 1937 and 12% ini 93 8. 


Increase 

1938 1937 1938 OVER 1937 % 

Selling Expenses $1,963,861.13 $1,617,464.76 $346,396.37 17 

Percentage of Sales 12% 13% 


Net Operating Profit 

Net profit on operations was 9.00% of sales in 1938 compared with 3 80% 
of sales in 1937* This remarkable increase was caused by the increase m sales 
and the consequent percentage reduction in cost of sales. 


Increase 

1938 1937 1938 OVER 1937 % 

Net Operating Profit $1,482,795.87 $488,306.10 $994,489.77 67 

Percentage of Sales 9.00% 3.80% 
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Net Profit 

Net profit (after deducting financial expenses and adding financial income 
to net operating profit) increased by $923,289.50 in 1938 or from $325,892.95 
in 1937 to $1,249,182.45 in 1938, or an increase of 73%. In terms of sales, net 
profit for 1938 was 663% compared with 2.60% in 1937. 

After deducting preferred dividend requirements from the 1938 profit, 
the profit per share of common stock equals $488 per share in 1938 com- 
pared with $3 9<5 per share in 1937. 

Increase 

1038 1937 1938 OVER 1937 % 

Net Profit $1,249,182.45 $’,25,892.95 $923,289.50 73 

Percentage of Sales . . . 6.63% 2 60% 

Condition Comments 

Cash i7t Ba?tk, $182,6 sq 25 

Cash in the banks was verified by reconciling bank certificates with the 
company’s books. 

Petty Cash, $1,000.00 

The petty cash was verified by count 

Accounts Receivable, $p4So09 93- Reserve for Bad Debts, $8,6^2.98 
The composition of the accounts receivable is. 

Customers $867,298.12 

Afiiliated Companies . 72,550.00 

Employees 3’46i*.8i 

• • . $943^309-93 

We did not confirm the accounts receivable, but we completely reviewed 
the accounts with the credit department of the company, and we analyzed 
the accounts in order to determine the adequacy of the reserve for bad debts. 
The credit and collection system in operation is excellent, and the loss from 
bad debts is extremely small, being .7 of i 00% of accounts receivable and 
.04% of 1.00% of net sales. W^e therefore believe that the reserve of 
$8,672.98 is wholly adequate for bad debt purposes. The accounts receiv- 
able from afiiliated companies represent amounts due from sales made, and 
not advances given. Employee accounts receivable are likewise due from 
employee purchases of the products of the company. 

Notes Receivable, $199,^18,00, Notes Receivable Discounted, $99,00000 

Notes receivable were verified by examination and by confirmation. The 
$55,000.00 of notes receivable discounted were confirmed by the First National 
Bank. The notes are all taken in normal operations and the latest maturity 
date is July 16, 1939. 

Inventories, $y 64,2^0 99 

The general manager certified the inventories as to quantity and certified 
that the inventories are priced at the lower of cost or market in all instances. 
We examined the inventory sheets for extensions and footings, and we tested 
prices. ^ We examined cost records for the verification of work in process 
and finished goods. We also tested approximately 100 items and compared 
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inventory sheet counts with our own count, after reconciling back to the 
end of the accounting period, we found the counts correct in all instances 
tested. All raw material has been certified to us as usable, and all finished 
goods as salable, which means that there are no obsolete goods Inventory 
was written down from cost to market to the extent of $116,400.00. We are 
satisfied that the inventory was counted, priced, and totalled with accuracy 
in keeping with satisfactory practice Inventory activity was more favorable 
in 1938 showing a turnover of 15 as compared to 13 in 1937. 

The composition of the inventory is 

Raw Material . . . $238,866.42 

Work in Process 95,675.50 

Finished Goods 429,728.47 

Total $764,27039 

Marketable Securities, $2 18, ^8 $.00 

Marketable securities were examined; all are held m the name of the com- 
pany. The present market price is $251,326.00. 

Investments, $1,0^0,000.00 

Investments m the bonds of the Utilite Sercice Company were examined 
m the safety vault of the First National Bank. The bonds are composed of 
fifty $1,000.00, 50-year, 4% first mortgage bonds The bonds are carried at 
cost, which is par, and have a present market of 10 1. 

Stock investments in the Kuder Company, representing 8,000 shares, par 
$100.00, were examined in the safety vault of the First National Bank. They 
are carried at cost and have a present market value of $795,000.00, which is 
$5,000.00 below cost. 

The sinking fund of $200,000.00 is created against the first mortgage, 6% 
bonds of the company. We obtained a certificate from the Union Trust 
Company, trustee under the bond indenture The composition of the fund 
at December 31, 1938: 

Cash $ 4,658.10 

Securities 195,341.90 

Total $200,000.00 


Fixed Assets, $’], 641,^6^.12. Reserve for Depreciation, 75/, 5/5.57 


We examined all fixed asset accounts and their related reserves for deprecia- 
tion. We vouched all fixed asset additions and deductions for the year, and 
traced authorizations to the minute books, invoices, and accounts. Fixed assets 
are carried at cost in all cases We believe depreciation is ample, all assets are 
kept in excellent repair. The company exercises a conservative capitalization 
policy at all times. A summary of fixed assets is presented 


Land 

Buildings 

Machinery, Equipment and 

Tools 

Furniture 


Depre- 

ciation 

Cost: 

Reserve 

Carrying 

Value 

0 

1 850,000 00 

$ 0 

$ 850,000.00 

3 

3,752,121.95 

1,231,092.40 

2,521,029.55 

10 

10 

2,965,584.33 

74,262.84 

848,331.01 

51,892.10 

2,117,253.32 

22,370.74 


$7,641,969.12 

$2,131,315.51 

$5,510,653.61 
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Bej erred Charges, $$8, 2^6. os 

We verified the company’s computations of prepaid insurance and insur- 
ance expense. One fire insurance policy for $200,000 00 was not renewed, due 
to an oversight on the part of the Insurance Company in not notifying the 
Chadwick Corporation. The renewal was made durmg the course of the audit 
The fire insurance coverage is equal to 95% of the estimated present cash 
value of the properties. 

Factory supply computations were tested by us and were found to be con- 
servative. Many rapidly-used supplies are charged to expense as they are 
purchased. Obsolete supplies are not included in the supplies figure given in 
the balance sheet, and obsolete supplies now on hand had an original cost 
of $1,100.00. 

We computed the prepaid interest on notes payable of $41920 and found 
it in accord with the books of the company. 

The deferred bond discount of $16,000.00 is correct and is bemg prorated 
over the remammg sixteen years’ life of the bonds at the rate of $1,000.00 per 
year. 

All deferred charges are correctly and conservatively computed and all 
are properly chargeable to future operations. 

Intangibles, $sSi50i.oo 

Goodwill, acquired at a cost of $100,000,00 ten years ago when the com- 
pany bought the assets and assumed the liabilities of the Morton Company, 
is earned at $1.00, 

Patents^ are amortized over a ten-year period from the time of the grant. 
To us, this appears very conservative in the light of the monopolistic posi- 
tion enjoyed in the sale of articles A and D. No patents were acquired 
during 1938. 

Accounts Payable, 986.28 

Accounts payable were verified by examination of supporting invoices 
and entries. We examined all sources for unrecorded liabilities as of Decem- 
ber 31, 1938. We have examined subsidiary account payable records, and 
have made mquiry concerning all current liabilities, and we are satisfied that 
the accounts payable recorded in the books and shown on the balance sheet 
as of December 31, 1938 are correct. The composition of accounts payable 


Trade Accounts Payable $501,334.18 

Affiliates (regular purchases) 78,652,10 

Total $579,986.28 


Notes Payable Trade, $206,200,00 

Trade notes payable were confirmed by correspondence. The company 
regularly buys on note from certain suppliers; therefore, these notes do not 
arise from the inability to meet maturing obligations. Since December 31, 
1938, all have been paid, and others issued. 

Bank Loan, $200,000.00 

Bank loans were verified by correspondence with the First National Bank. 
The note is due March 31, 1939. It was made in September 1938, in order to 
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take advantage of a drop in raw material prices existing at that time, which is 
also the time when cash funds are at their minimum for the company. 

Other Accruals of Liabilities 

Accrued taxes, wages, and interest were verified by computation and 
checked with the records of the company. 

Contingent Liabilities^ $60,000 00 

The contingent liability for $60,000.00 for additional Federal income taxes 
is set up awaitmg the final review of the tax returns for 1936 and 1937 by 
the Treasury Department. 


Bonds Fay able, $i ,000,000.00 

The twenty-year, first mortgage, 6% bonds of the company were issued 
January 10, 1935, for $980,000.00. Confirmation of the bonds outstanding was 
obtained from the trustee at the time the sinking fund was verified. The 
bond discount is being amortized over the twenty-year life of the bonds at 
the rate of $1,000.00 per year. 

Capital Stock 

Preferred, 6%, Authorized and Issued 

10.000 shares at $10000 $1,000,000.00 

Common, No-Par, Authorized and Issued* 

300.000 shares at $10.00 $2,000,000.00 

The correctness of the outstanding shares of both preferred and common 
was obtained by correspondence with the registrar, the Central Trust Com- 
pany. 

Reserve for Plant Additions, $$00,000.00 

One year ago, the policy of reserving $250,000.00 annually from surplus 
was established to provide for future plant additions. 

Surplus, $2 ,o$$,8']4.is 

Surplus at December 31, 1938 stands at $2,053,87413, compared with 
$1,237,702.68 one year ago. Exhibit II carries the detail of surplus changes 
made during the year. 

Working Capital Ratio 

The current ratio of the company is satisfactory at $2.14 of current assets 
to $1.00 of current liabilities. This ratio compares to $2.56 of current assets 
to $1.00 of current liabilities one year ago. 

Ratio of Net Worth to Fixed Assets 

The ratio of net worth to fixed assets (net) is $1.22 of net worth to $1.00 
of fixed assets. This compares with $1.04 of net worth to $1.00 of fixed assets 
one year ago. The static ratio is satisfactory and the trend is good, and has 
been constantly increasing over the past six years. 
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Ratio of Net Profit to Net Worth 

The rate of earnings on net worth in 1938 is 21 03%, whereas the year 
1937 showed 5.97% earned on net worth. Thus, there is an increase in earn- 
ings of 15,06%. The improvement is due to the large increase in net profits, 
and not to a reduction in net worth 

Ratio of Sales to Total Assets 

Total capital employed m the business turned over i 85 times in 1938 com- 
pared with a turnover of 1.70 times in 1937. The advantages of a better 
capital employed turnover is reflected in greater profits on net worth. 


Ratio of Sales to Net Worth 

Sales amounted to $2 75 for each $1.00 of net worth, this compares with 
$2.23 of sales per dollar of net worth for 1937. 

Book Value of the Common Stock 

The book value of the common stock at December 31, 1938 is $18 57 per 
share, at December 31, 1937 it was $1645 share, an increase of $2.12 
per share. 


General Comments 

We audited all transactions for the months of June and December 1938, 
and we made a general review and examination of the expense and income 
records for the remaining ten months For the months of June and Decem- 
ber, all cash receipts were compared to invoices, the cash receipts records, 
and were traced to the bank. Canceled cheques were examined and com- 
pared with the voucher register and with supporting invoices and vouchers. 
The books are excellently kept, and we found only a few errors of a minor 
nature. We investigated the accounting system in operation and found it to 
be entirely satisfactory, with the excepnon of the fact that cost cards are not 
so designed as to afford a cost summary, making it necessary to supplement 
the cards with certain book-record figures for overhead, we have made our 
recommendations to the cost department for changes in procedure simplifi- 
cation- The method of costing is good and the system of internal control 
exercised over cash receipts, disbursements, payrolls, purchases, and inven- 
tories is excellent. We footed all books of origmal entry for the year, 
checked ail postings, and verified the balances of all controlling accounts. 
We scanned subsidiary postings for the year, in addition to our detailed veri- 
fication for the two months mentioned above. We supervised payroll 
computations and payment for two weeks durmg the audit period. The inven- 
tory control system might be slightly improved by moving the inventory 
records to the storerooms or by sending requisitions for materials issued to 
the present office more promptly. Accumulating all requisitions in the store- 
room and sending them to the office only once a week, for recording on the 
inventory cards, frequently means that the minimum quantity established is 
depleted, and departments must therefore wait for the arrival of materials 
from suppliers. This results in unnecessary idle time and factory expense. 
The general progress of the business is quite satisfactory and an enviable profit 
record has been established throughout the depression. 
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Conclusion 

The statements and schedules following adequately summarize the financial 
condition as of December 31, 1938 and the operating results for the year 
ended that date. 

EXHIBIT I 

The Chadwick Corporation 
Balance Sheet 

As of December 31, 1938 ' 

Assets 

Current Assets 

Cash in Bank $ 182,659.25 

Petty Cash 1,000.00 

Accounts Receivable, Customers .. 1867,298.12 
Accounts Receivable, Affiliated Cos 72,550.00 
Accounts Receivable, Employees . 3,461.81 


943i309 93 

Reserve for Bad Debts 8,672.98 934,636.95 


Notes Receivable, Trade 159,318.00 

Notes Receivable, Discounted . ... 55,000.00 104,318.00 


Raw Material, C or M 238,866.42 

Work in Process, C or M 95,675.50 

Finished Goods, C or M 429,728.47 

Interest Receivable 956.80 

Marketable Securities (M $251,326.00) 218,583.00 


Total Current Assets $2,206,424.39 


liwestments 

Bonds, Utilite Service Co., ists, 4%, 50-year, 


par $1,000.00 (50) 50,000.00 

Stocks, Kuder Co., 8,000 shares par $100.00 .. 800,000.00 

Sinking Fund 200,000.00 

Total Investment Assets 1,050,000.00 

Fixed Assets 

Land 850,000.00 


Buildings 3,752,121,95 

Reserve for Depreciation 1,231,092.40 2,521,029.55 

Machinery, Equipment, Tools. . . 2,965,584.33 

Reserve for Depreciation 848,331.01 2,117,253.32 

Furniture 74,252.84 

Reserve for Depreciation 51,892.10 22,370.74 

Total Fixed Assets 


5,510,65361 
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Deferred Assets 

Prepaid Insurance 

Prepaid Factory Supplies 

Prepaid Interest 

Deferred Bond Discount 

Total Deferred Assets 

Intangible Assets 

Good Will 

Patents, Less Amortization 

Total Intangible Assets. . . . 

Total Assets 


19,222.40 

2,654.45 

419.20 

16,000.00 


1. 00 
35,500.00 


Liabilities 


Current Liabilities 

Accounts Payable, Trade $ 501,334.18 

Accounts Payable, Affiliates . 78,652.10 

Notes Payable, Trade 206,200.00 

Bank Loan 200,000.00 

Accrued Taxes 6,100.00 

Accrued Wages 19,464,64 

Accrued Interest 15,250.00 

Total Current Liabilities . 


Contingent Liabilities 

Contingent Liability for Additional Federal In- 


come Tax $ 60,000.00 

Total Contingent Liabilities 

Fixed Liabilities 

First Mortgage 6% Bonds 1,000,000.00 

Total Fixed Liabilities 

Total Liabilities 


Capital Stock 


Net Worth 


Preferred, 6%, Authorized and Issued, 10,000 

shares at $100.00 1,000,000.00 

Common, No-Par, Authorized and Issued, 300,000 

shares at $10.00 3,000,000.00 

Total Capital Stock 


Surplus and Surplus Reserves 

Reserve for Plant Additions 500,000.00 

Capital Surplus . . . . 200,000.00 

Earned Surplus . .. 2,053,87413 

Total Surplus and Surplus Reserves . . . . . 

Total Net Worth 

Total Liabilities and Net Worth . 


38,296 05 


35 JOI 00 
$8,840,875.05 


$1,027,000.92 


60,000.00 


1.000. 000 00 

2.087.000. 92 


4,000,000 00 


2.753.874.13 

6.753.874.13 
$8,840,875.05 
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EXHIBIT II 

The Chadwick Corporation 
Statement of Surplus 


December 31, 1938 


Balance, January i, 1938 ... 

Corrections of Past Periods 
Additions- 

Over depreciation of Machinery . $ 136,989.00 

Overstatement of 1937 Work in Process .. 100,000.00 


Adjusted Balance, January i 

Deductions, 1938: 

Dividends, Preferred 60,00000 

Dividends, Common 300,000.00 

Reserve for Plant Additions 250,000.00 

Additional Federal Taxes 60,000.00 


Total Deductions . 


Additions, 1938. 

Net Profit 1,249,182.45 

Total Additions 

Balance, December 31, 1938 


$1,237,702.68 


236,989 00 
1,474,691.68 


670,000 00 
804,691 68 


1,249,182.45 

$2,053,874.13 


EXHIBIT in 

The Chadwick Corporation 
Statement of Profit and Loss 


For the Years Ending December 31, 1937 and December 31, 1938 


1937 % 1938 % 

Gross Sales .... $12,569,38640 $16,400,32168 

Less Sales Re- 
turns and Al- 
lowances .... 35*042 04 34*812 20 


Net Sales $12,534,344 36 10000 $16,365,509 48 10000 

Cost of Goods 
Manufactured 
and Sold 

(Schedule i) . 9,275,413 82 7400 11,445,85663 7000 


Gross Profit 3*258,93054 2600 4,919,65285 3000 

Administrative 

Expense 

(Schedule 2) 1,153,15968 920 1,472,99585 900 

SellmR Expense 

(Schedules). 1,617,46476 2,770,62444 1300 1,963,86113 3,436,856.98 1200 


Net Profit on Op- 
erations 488,306.10 3 80 1,482,795 87 9 00 

Financial Ex- 
pense, Net 

(Sched. 4&S) 162,413.15 120 233,613.42 237 


Net Profit 


$ 325,892.95 2.60 


$ 1,249,182.45 6.63 
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SCHEDULE i 

The Chadwick Corporation 
Schedule of Cost of Goods Manufactured and Sold 


For the Years Ending December 31, 1937 and December 31, 1938 



1937 

1938 

Inventory, Raw Material, January i 

. $ 360,218.18 

$ 399,61128 

Purchases 

•• 3 > 794 > 864 .io 

4,362,475-08 

Freight-In — 

• ■ 163.410-34 

198,024 17 


4,318,492.62 

4,960,1 10.53 

Less Inventory, Raw Material, December 31 . 

399,611.28 

238,866 42 

Cost of Raw Material Used . . . . 

.. 3,918,881.34 

4,721,24411 

Direct Labor . 

. 2,481,32295 

3,086,410 00 

Prime Cost 

6,400,204.29 

7,807,654 I 1 


Manufacturing Expenses 

Superintendence and Foremanship . 

185,611.32 

172,78791 

Indirect Labor 

924,774-68 

1,156,691.86 

Heat, Light and Power . . 

■ 547,216.27 

651,348 00 

Depreciation on Buddings 

112,563.25 

1 12,563.25 

Depreciation on Machinery, Equip., Tools 

289,362.18 

295,457.83 

Taxes on Machinery and Buildings 

. 135.279-20 

136,468.21 

Other Factory Taxes ... 

75,620.42 

78,392.13 

Insurance on Buddings 

18,946.43 

19,262 49 

Insurance on Machinery, Equip., Tools 

22,863.20 

24,688.27 

Cost Department Expense 

94,627.82 

101,888 92 

Maintenance . ^ . 

402,328.09 

525,060 40 

Experimental Expenses . . . . 

- 127,36340 

175,692.15 

Health and Recreation Dept. Expense . 

21,710.31 

29,115.75 

Amorazation of Patents 

. 6,500 00 

6,500 00 

Total Manufacturing Expense.. 

. 2,964,766.57 

3,485,917.17 

Cost to Manufacture 

9,364,970 86 

11,293,571.28 

Inventory, Work in Process, January i . 

125,572 08 

176,342 18 

Less' Inventory, Work in Process, Dec, 31 . 

9,490,542 94 
176,342 18 

1 1,469,913.46 

95,675 50 

Cost of Goods Manufactured 

• 9,314,200.76 

11,374,237.96 

Inventory, Finished Goods, Januar)^ i , . . 

. 462,560.20 

501,347.14 

Less Inventory, Finished Goods, December 31. 

9,776,760.96 

- 501,347-14 

11,875,585.10 

429,72847 

Cost of Goods Manufactured and Sold 

-19.275.413-82 

$11,445,856.63 
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SCHEDULE 2 

The Chadwick Corporation 
Administrative Expenses 


1937 

Officers Salaries $ 622,485.26 

Office Salaries 351,338.74 

Depreciation on Furniture 7,426.28 

Telephone and Telegraph .. 12,704.48 

Postage 5,212.17 

Traveling Expense 92,624.33 

Legal Expense 17,140.00 

Bad Debts 

Auditing 7,500.00 

Insurance 30,311.12 

Total Administrative Expense $ 1,153,159.68 


SCHEDULE 3 
The Chadwick Corporation 
Selling Expenses 

IQ37 

Advertising $ 200,167.20 

Sales Salaries .. 430,286.12 

Sales Commissions • • . 470,362.19 

Freight-Out 110,298.16 

Traveling Expense ... 236,160.24 

Sales Office Expense 140,742.70 

Sales Office Salaries 29,448.15 

Total Selling Expense $1,617,464.76 


SCHEDULE 4 
The Chadwick Corporation 
Financial Income 


1937 

Interest Income on Bonds % 2,000.00 

Interest Income on Notes 4,82860 

Dividend Income 

Purchase Discount 157,860.20 

Total Financial Income $228,205.05 


SCHEDULE 5 
The Chadwick Corporation 
Financial Expense 


1937 

Interest Expense on Bonds $ 60,000.00 

Interest Expense on Notes 46,816.20 

Amortization of Bond Discount 1,000.00 

Sales Discount 206,471.28 

Loss on Inventory 

Loss on Fixed Asset Disposition 76,330.72 

Total Financial Expense 390,618.20 

Less Financial Income 228,205.05 

Net Financial Expense $162,413.15 


1938 

$ 637,65643 

579.924-34 

7,426.28 

15,924,46 

5.610.12 
159,360.00 

24,000 00 

7.286.12 
6,250.00 

29,558.10 

$1,472,995.85 


1Q38 

* 274.755 H 

462,111 II 
564,202 34 
141,411 40 
321,448.60 
165,300.05 

347*^32 29 
$1,963,861.13 


1938 

$ 2,00000 
5,528.16 

<557399 80 

161,274.20 

$234,202.16 


1938 

$ 60,000.00 
24,441.26 
1,000.00 
265,974.32 
116,400.00 


467,815.58 

234,202.16 

$233,613.42 
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QUESTIONS AND PROBLEMS 

1. What are the purposes of the text section of an audit report^ 

2. What are the three general types of comments usually pre- 
sented in an audit report^ 

3. Do you consider it advisable to submit your audit report to 
your client before having it typed for final presentation^ 

4. The comments appearing below are from an audit report. 
Criticize them. 

Inventories^ $i $0,000.00 

We looked at the controlling account and obtained the above 
balance. We are of the opinion that it is correct. We did not test 
inventories for quantity, quality or price. We believe the inventory 
IS in salable condition. Supplies for the future are included in the 
inventory. 

5. During the course of a certain engagement, you request a 
liability certificate and are refused. What will you do^ 

6 . In a detailed audit, what information should be contained in 
the audit report^ 

7. During your audit of the X Company, you find that the petty 
cash fund is $2.00 short. You therefore place the following 
comment in your report: “Petty cash was counted and was 
found to be $2.00 short.” Were you right or wrong in men- 
tioning the $2.00^ Why.^ 

8. Assume your own situations, and write {a) appropriate veri- 
ficational comments and {b) discussional comments of general 
interest, for the following items: 

{a) Cash. 

{b) Notes Receivable. 

{c) Inventory. 

{d) Investments. 

(e) Machinery. 

(f) Buildings. 

(g) Land. 

{h) Prepaid Insurance. 

{i) Accounts Payable. 

(j) Notes Payable. 

(k) Bonds Payable. 

(/) Deferred Subscriptions. 

(m) Capital Stock. 

(n) Surplus. 

(o) Sales. 

(p) Purchases. 

(q) Cost of Sales. 

(r) Sales Commissions. 
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(s) Advertising Expense. 

(t) Depreciation on Machinery. 

(u) Officers’ Salaries. 

(v) Bad Debts Expense. 

(w) Interest Expense on bonds. 

(x) Profit on Sale of Fixed Assets. 

(y) Good Will Amortization. 

(2) Income from Investments. 

9. List several ratios that probably will be of interest to a client 
operating a manufacuiring concern. 

10. You are hired to audit a company for your client, with a view 
to purchase by the client. You are to submit a comprehensive 
report of your findings. In what ways would a report of this 
nature differ from one made for the owners of a corporation^ 

11. During the course of your audit of the Krebs Company, you 
discover that two office employees are not attentive to their 
work, accomplish practically nothing and spend part of their 
time in the office discussing gambling matters of their own 
personal concern. In your report, will you offer criticism of 
these employees? 

12. The Wile Company reappraised its assets and credited the 
increase to surplus. The company then declared and paid a 
stock dividend from the reappraisal surplus. If you are the 
company’s auditor, will you point out the reappraisal and the 
dividend in your report? 

13. During an audit, you see several places in which the accounting 
system could be improved. In your report, will you call atten- 
tion to the possibilities for improvement? 

14. During your balance sheet audit of the Gippy Company, you 
rather strongly suspect that fraud exists, but because of the 
limitations of your engagement you cannot pursue your sus- 
pitions. You mention to the treasurer of the company the de- 
sirability of further work in verifying cash receipts from sales, 
and he simply tells you to “skip it” and to confine yourself to 
your engagement. Will you mention the matter in your report? 

15. During your audit of the Hitch Company, you discover that 
$15,000 has been paid the law firm of Kyte and Kyte, as a 
retainer. You can find no evidences of a contingent liability, 
and you can receive no satisfactory explanation from any offi- 
cer of the Hitch Company for the retainer. Would you men- 
tion the matter in your report, and if so, what would you 
report? If you would not mention it, state the reasons for 
your course. 
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16. During your audit of the Northern Machinery Company, you 
discover that a royalty of $20 per machine, type Z, is paid the 
inventor, Mr. Day, for each machine manufactured and sold. 
The Northern Machinery Company has been in the practice 
of charging the royalty to Miscellaneous Selling Expense. You 
have made a correction on your working papers, charging a 
Royalty account for $15,000 and crediting Miscellaneous Sell- 
ing Expense for the same amount. You have drafted your profit 
and loss statement m accordance with your change and have 
commented m your report upon the failure to show the royal- 
ties. The president of the Northern Machinery Company ob- 
jects to the change and states that he has excellent reasons for 
asking you to draft your profit and loss statement in conformity 
with the company’s accounts and for omitting comments on 
the royalty. As the auditor, what will you do^ 

17. Your client, the Sauer Company, sold 25,000 shares of its 
common stock early in the year 193A, at $10 per share, bring- 
ing the total outstanding shares up to 100,000. Dividend rates 
are f i.oo per share per year, payable quarterly. You discover 
that $100,000 of the $250,000 stock sale proceeds were used to 
pay off cumulative dividends on the preferred stock. No com- 
mon dividends were paid during 193 A. Would you call atten- 
tion to this in: {a) the balance sheet, {b) the certificate or {c) 
the report? Why^ 

18. Criticize each section of the following partial audit report. The 
letter of transmittal, certificate and the statements are pur- 
posely omitted. The audit is for the year ending December 
31, 193A. 

THE HAIL COMPANY 
Comments 

Section /. Cash^ 1/5,553 ./ 5 

Cash on hand and on deposit as of December 31, 193A, was. 


On Hand: Bills $ 500.00 

Currency 99.90 $ 59990 

On Deposit: Eighth National Bank. . . . ‘'6,321.14 

West Coast Bank 8,614.12 14,935.26 

Total Cash $i5»535*i6 


We counted the cash on hand January 2, 193B, and found it to be 
correct with the exception of a $0.10 shortage in petty cash. We obtained 
certificates from the Eighth National Bank and the West Coast Bank 
and verified the above balances. Deposits were vouched to the banks 
for January, July and December, 193A. There are no evidences of 
lapping or kiting. Last Cheque Number: Eighth National, #8,625; West 
Coast, #A222 i6. 
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Section 2. Notes Receivable, $10,000.00 

The notes receivable on hand were inspected, confirmations were 
obtained for those discounted. All are considered good and collectible. 


Company A $ 1,000.00 

Company B 2,000.00 

Company C 3,000 00 

Company D 4,000.00 


Total Notes Receivable $10,000.00 


Section 5. Accounts Receivable, $$0,6^0.00 

The accounts receivable were verified by confirmation requests, 65% 
of the customers responded, which accounted for $46,000.00 of the 
total of $50,650.00. The credit department aged the accounts receivable 
and has created a reserve for bad debts of $4,000.00, which we consider 
ample after checking the aging of the credit department All doubtful 
accounts are rapidly written off the books. Collection attempts are 
always contmued after the accounts are written off and for a period of 
time sufficient to result in coUecability or the assurance of uncoUect- 
ibility. The follow-up letters for collection are excellent 

Section 4. Inventories, $80,000 00 

Physical quantities were certified to us by the treasurer. We verified 
the inventory sheets for prices, extensions and footings, prices were at the 
lower of cost or market. Item X appears to be slow-moving, and 
the present quantity on hand was purchased three years ago, which 
hquidauon period is out of line with other company inventories. We 
have suggested depreciating item X to the extent of $5,000.00. 

In the light or the present business recession, it appears as though 
December purchases are somewhat excessive. At the present rate of sales, 
these large purchases will not be moved for many months. The condi- 
tion of tying funds up in unsalable merchandise must be watched. 

Section 5. Land, $30,000.00; Buildings, $100,00000; Reserve for Depreciation 
of Buildings, $23,000.00 

There were no changes during the year. The reserve for deprecia- 
tion is adequate, being 4% per year. Land and buildings are carried at 
cost. The present sound appraisal value of land and buildings is 
$160,000.00. 

Section 6. Machinery and Equipment, $330,00000; Reserve for Depreciation, 
$200,000.00 

All additions and deducuons for the year were audited and were 
found correct. The reserve for depreciation is adequate, and is 10% per 
year. Subsidiary ledger accounts are carried for each machine. 

Section 7. Intangibles, $j3, 000.00 

There were no changes during the year. 

Section 8. Investments, $30,000.00 

Investments were inspected. All are carried in the name of the 
company. They are evaluated at cost. 
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Section p. Accounts and Notes Fay able, 57^,000.00 

There is one note payable of $20,000.00, due the First Nauond 
which was confirmed when the bank certificates were obt^ed. i e 
accounts payable subsidiary agreed with the control. See the attached 
accounts payable schedule. 

Section 10. Bonds Fay able, $400,000,00 

We obtained confirmation of the bonds from the trustee; $100,000.00 
of the bonds were redeemed at par and canceled durmg the year. 

Section ii. Common Stock, 6%, Far $100.00, $200,000.00 

The confirmation from the registrar shows 2,000 shares of common 
stock issued and outstandmg. This agrees with the records of the com- 
pany. During 193 A, 100 shares were issued at $110.00, and the premium 
credited to Capital Surplus. The 100 shares issued were a part of the 
total authorization. The proceeds of the sale were used as a part of the 
general cash. 

19. The Betby Company is heavily indebted to its creditors, who 
are in disagreement with the company management concerning 
the ultimate solvency or insolvency of the company. Both 
parties to the dispute agree to call you in as an adviser and 
want you to prepare statements and a report advising them 
pro and con, concerning the relative merits of liquidation or 
continuation of the business. Prepare a list of the statements 
you probably will submit to the parties. Upon what basis will 
you advise them to continue^ Upon what basis will you advise 
them to liquidate^ 

20. In an audit for short term credit purposes, what are the prin- 
cipal data to be included in the report? 

21. In preparing your audit report, should you comment upon any 
of the following items? Give reasons for your answers. 

{a) A suspected cash shortage. 

\b) Receipt of donated stock during the first year of opera- 
tions. 

{c) General or specific office personnel inefficiency. 

{d) Excessive salary paid to treasurer. 

(e) A poor system of operating the petty cash 

(f) No contingent liability set up for possible additional in- 
come tax assessments. 

(g) Overdrawn commission accounts of salesmen. 

{h) A factory burden rate that obviously is too low. 

{%) Purchase commitments not protected by sales contracts. 
(7) Overprovision for insurance. 

22. Study the balance sheet and statement of profit and loss pre- 
sented below, which are presented to you by the accountant 
for the Bender Company, as you start to audit their books. 
Assume any conditions you wish and {a) write an audit report, 
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{b) prepare a reasonable balance sheet which you are to cer- 
tify, {c) prepare a reasonable statement of profit and loss and 
{d) draft the adjusting entries you consider necessary. Your 
audit proves that the figures submitted in the company’s bal- 
ance sheet and statement of profit and loss are arithmetically 
correct. The company is a manufacturing concern. 

THE BENDER COMPANY 
Balance Sheet 
December 31, 193 A 


Assets 

Cash $ 49,00000 

Accounts and Notes Receivable (less reserve) 201,000.00 

Inventories 300,000.00 

Investments 175,000.00 

Fixed Tangible Assets (less reserves) 750,000.00 

Fixed Intangibles 88,00000 

Prepaid Assets 12,000.00 

$ 1 , 575 , 000.00 


Liabilities and Net Worth 


Accounts and Notes Payable $ 250,000.00 

Bonds Payable 500,000 00 

Deferred Credits 10,000.00 

Capital Stock 600,000.00 

Surplus 215,000.00 

$1,575,000.00 


THE BENDER COMPANY 
Statement of Profit and Loss 


December 31, 193 A 

Sales $1,000,000.00 

Less Cost of Sales 700,000.00 

Gross Profit 300,000.00 

Less Sellmg and Administrative Expenses 265,000.00 

Net Profit $ 35,00000 


The members of the board of trustees of the church which 
you attend ask you to audit its books for the year ending 
December 31, 193 A. They desire a report and a certificate. 
On the assumption that your audit shows that the books are 
correctly kept, write a report. During your audit, you find 
that expenses are for salaries, church and rectory up-keep, mis- 
sions, diocese dues, etc. Incomes are from pew rentals, plate 
collections, individual pledges, donations, holiday offerings and 
dividend and interest income on the endowment fund left by 
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a deceased member. During the year 193A, a new rectory, 
costing $17,000, was constructed and paid for by a member of 
the congregation. 

24. The condensed trial balance below is before closing but after 
adjustments and is presented by the company’s accountant. 
You audit the records of the company before the books are 
closed. 


THE RITTER COMPANY 
Trial Balance 

For the Year Ending December 31, 193 A 


Cash 

$ 300,000.00 


Accounts Receivable 

400,000.00 


Notes Receivable 

150,000 00 


Inventories 

450,000.00 


Investments 

300,000.00 


Store Equipment 

960,000.00 


Reserve for Depreciation of Store Equip- 



ment 


$ 160,000.00 

Land . . 

100,000.00 


Buildings — 

390,000.00 


Reserve for Depreciation of Buildings . , 


190,000 00 

Accounts Payable . . 


400,000.00 

Notes Payable 


150,000.00 

6% Preferred Stock 


500,000.00 

No-Par Common, 100,000 Shares. . 


800,000.00 

Surplus 


650,000.00 

Sales • * > 


3,000,000.00 

Purchases 

1,900,000.00 

Selling Expense 

400,000.00 


Admimstrative Expense 

500,000.00 



$5,850,000.00 

$5,850,000.00 


During your audit, you note the following: 

(a) The cash book was held open until January 8, 193B, during 
which time $25,000 was collected from customers and 
$50,000 paid to creditors. 

(b) No reserve was created for bad debts. Investigation shows 
that normal loss is Vi of i per cent of net sales. 

{c) The notes receivable include $50,000 due from the presi- 
dent, borrowed July 5, 193 A. It is secured by 500 shares 
of the Annual Company, par roo, market 85. 

(d) The inventory has a market value of $425,000. 

(e) The investments are of equal amount, spread over three 
companies, X, Y and Z. Company Z is in receivership, 
and no liquidating dividends are expected. 

(f) Goods in transit on December 31, 193 A, amounted to 
$120,000. The item is not included in the trial balance. 
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(g) The life of the store fixtures was estimated at 10 years, 
when purchased six years ago. 

(A) The land is appraised at $550,000. 

(2) Purchase contracts for future delivery amount to $198,000. 
The replacement value December 31, 193A, is $178,000. 

(j) Notes payable include $100,000 borrowed from the First 
National Bank for 60 days. 

(k) Sales include $20,000 realized as a profit upon the dis- 
position of delivery equipment when the company, in 
1 93 A, decided to employ a delivery service. The old 
equipment cost $80,000, had a reserve of $60,000 and was 
sold for $40,000. 

You are required to: 

(a) Draft all necessary journal entries. 

(Z?) Prepare a corrected balance sheet and a condensed state- 
ment of profit and loss. 

(c) Draft the comments sections of the report that deals with 
any of the adjustments. 



Chapter XXII 
THE DETAILED AUDIT 


General 

The nature and the amount of detailed verification to be per- 
formed in a balance sheet audit and in a balance sheet audit with 
a review of operations, were outlined generally in Chapter 
XVIII. As stated in that chapter, the fundamental differences 
between a balance sheet audit and a detailed audit exist in the 
extensiveness of the verification of expense and income accounts. 
In a balance sheet audit with a review of operations, the extent 
of the expense and income verification is limited to scrutiny and 
comparisons, with added detailed analyses for selected short 
periods. In a detailed audit, the individual transactions are re- 
viewed in greater detail, in some cases extending to the greatest 
detail possible, which involves a complete review and verification 
of all transactions for the audit period. Therefore in the de- 
tailed audit, the proof of the accuracy of all bookkeeping and 
accounting work for a given period is checked in detail by the 
verification of all account charges and credits. This involves 
(i) the vouching and tracing of all transactions, (2) the exam- 
ination of all supporting vouchers, (3) the complete footing of 
all books of original entry and all accounts, (4) the tracing of 
all postings, (5) the detailed analysis of subsidiary ledgers and 
( 6 ) possibly the tracing of all transactions to the subsidiaries. 

The amount of work involved in a detailed audit is tremen- 
dous, and as a consequence, an audit in complete detail is rather 
rare, except in cases of suspected fraud, ventures, trust audits 
and a few other segregated cases. State examinations of certain 
public institutions often involve a complete review of all trans- 
actions, with the primary purpose of determining if all income 
is properly accounted for. Some companies have their auditing 
done on an interim basis, by having the auditor review the trans- 
actions each month, and thereby keep a close check on trans- 
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actions and employees. In these cases, the auditor usually 
submits brief periodic reports, calling attention to all matters that 
should be given immediate consideration for corrective purposes. 
The client is thus not forced to wait for long intervals to receive 
advice which otherwise would be forthcoming only at the end 
of the year. Interim audits, regardless of the degree of detail, 
are advantageous to the auditor as they distribute his work more 
evenly over the year, resulting in a lightened burden at the end 
of the accounting period and a less serious disruption of the 
work of the staff of the client. Formerly, detailed audits 
assumed the appearance and nature of a detailed review of book- 
keeping accuracy only, with not much attention being given 
to the constructive side of really assisting the client. In any 
audit, the detailed verification can and must be tempered by the 
adequacy and efficiency of the system of internal check on all 
transactions. It must be remembered that systems of internal 
check usually will not be found in small businesses, for reasons 
of economy. Therefore in those cases the auditor may have as 
much work to do as in larger audits where detailed review is not 
necessary. 

The reader must understand that the peculiar term “detailed 
audit” is merely a relative one, indicating more work than is per- 
formed in a balance sheet audit but not necessarily a complete 
verification of every transaction. Such a detailed audit is termed 
a test audit by some accountants. An audit may be detailed in 
certain respects and more broad in others. For instance, a bal- 
ance sheet audit also may call for a detailed verification of all 
cash receipts, of all cash disbursements or of certain selected ex- 
penses. Regardless of name, an audit should always involve suf- 
ficient work to enable the auditor to feel confident that the 
statements he submits are accurate. Whether or not the student 
ever will perform a completely detailed audit, he must be thor- 
oughly familiar with the procedure and with all points involved 
therein, so that he will be adequately equipped for any condition 
or circumstance that may arise and will have a full understand- 
ing of all procedural possibilities. 

In general, a detailed audit will involve the following points: 
(i) Examination of original evidence preceding an actual trans- 
action, which evidence serves as the authority for action. 
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(2) Examination of vouchers connected with the execution of 
the transaction. (3) Vouching of the transaction evidence into 
the books of original entry, (4) Verification of the distribution 
of charges and credits throughout the books of original entry, 

(5) Checking of all footings in the books of original entry. 

(6) Verification of postings to the general ledger. (7) Verifica- 
tion of postings to the subsidiary ledgers; this may be limited. 
(8) Verification of trial balances. (9) Preparation of statements 
and reports. 

Stated another way, that is, in terms of classes of transac- 
tions, the foregoing procedure may be outlined as follows: 

A. Cash receipts. 

1. Preparation of bank reconciliations. 

2. Examination of mail receipt lists, sales invoices, cash register 
tapes, etc. 

3. Verification of daily collections on account; tracing them 
into the bank. 

4. Verification of receipts from daily cash collections; tracing 
them into the bank. 

5. Verification of cash received from extraneous sources. 

6. Verification of the distribution of cash receipts to the cor- 
rect income or other accounts. 

7. Comparison of cash receipts with duplicate bank deposit 
slips. 

8. Footing of all cash receipt journals. 

9. Tracing of the postings to the Cash accounts. 

10. Tracing of the postings to the subsidiary accounts receiv- 
able accounts. 

1 1 . Investigation of the possibilities of receiving cash and not 
recording it as a receipt. 

12. Investigation of holding the cash receipts book open. 

13. Study of the possibilities of the practice of fraud. 

B. Cash disbursements. 

1. Preparation of bank reconciliations (see A). 

2. Examination of each voucher authorizing a disbursement. 

3. Examination of each voucher entry authorizing a disburse- 
ment. 

4. Examination of each cheque supporting a disbursement 
entry. 

5. Comparison of each canceled cheque with the voucher 
register (or purchase journal) ent^ and with the paid 
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voucher or invoice, ascertaining that the invoice and 
voucher are stamped ‘‘paid” and show the date paid. The 
invoice and voucher should be stamped in a manner mak- 
ing impossible their presentation again for payment. 

6. Comparison of each canceled cheque with the cash dis- 
bursements records or the cheque register. 

7. Footing of all cash disbursements records. 

S. Tracing of the postings to the Cash accounts. 

9. Tracing of the postings to the subsidiary accounts payable 
accounts. 

10. Investigation of holding the cash disbursements records 
open. 

11. Study of the possibilities of the practice of fraud through 
the medium of cash disbursements. 

C. Petty cash. 

1. Counting the petty cash. 

2. Examination of petty cash vouchers, for authority, correct- 
ness, purpose, legitimacy. 

3. Classification of petty cash vouchers in accordance with the 
accounts to be charged upon reimbursement. 

4. Tracing of reimbursements. 

5. Reconciliation of the count of petty cash with the Petty 
Cash account. 

D. Incomes (see A), 

1. Investigation to see that all incomes are brought into the 
records. 

2. Comparison of invoice prices with price lists. 

3. Verification of extensions and footings on sales invoices. 

4. Verification of sales summaries with sales invoices. 

5. Verification of sales book entries. 

6. Verification of sales book footings. 

7. Verification of postings to the Sales accounts. 

8. Verification of postings to the subsidiary accounts, both 
receivables and inventories. 

9. Investigation of C. O. D. sales. 

10. Investigation and comparison of sales and shipping records. 

11. Investigation of methods of handling consignment sales. 

12. Investigation of methods of handling installment sales. 

13. Obtaining of debtor confirmations. 

14. Verification of controls and subsidiary account receivable 
ledgers. 

15. Determining that sales returns are credited to customers. 

16. Determining that sales returns are charged back to inven- 
tory. 
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17. Determining that sales of assets other than merchandise 
are treated correctly. 

18. Complete analysis of purchases and sales of securities and 
tracing of all entries related to these transactions. 

19. Verification of income from stocks, bonds, notes, etc. 

E. Purchases. 

1. Examination of the purchase order. 

2. Examination of all purchase contracts. 

3. Comparison of order and invoice. 

4. Examination of receiving records and comparison with in- 
voices. 

5. Inspection of the approval of the invoices. 

6 . Verification of voucher register (or purchase journal) en- 
tries and the invoices, for prices, extensions and totals. 

7. Verification of the subsidiary inventory accounts with 
the receiving reports, invoices, etc. 

8. Verification of the subsidiary accounts payable accounts. 

9. Verification of the subsidiary accounts payable ledger and 
the controlling accounts. 

10. Verification of the voucher register entries for correct 
distribution. 

11. Verification of the voucher register footings. 

12. Verification of the postings from the voucher register to 
the accounts. 

13. Obtaining of creditor confirmation. 

14. Checking to see if prices paid conform to market prices at 
the date of purchase. 

15. Verification of purchase returns to see that accounts pay- 
able have been charged. 

16. Verification of purchase returns to see that subsidiary in- 
ventory accounts are credited. 

17. Verffication of the prompt closing of the purchase records. 

18. Verification of the correctness of handling purchases of 
supplies, services and fixed assets. 

F. Stock Disbursements. 

1. Inspection of requisition summaries and comparison with 
credits on stock cards. 

2. Inspection of authorizations granting authority to sign 
stock requisitions. 

3. Comparison of signatures or stock requisitions with those 
authorized. 

4. Review of the system of pricing stock issues. 

5- Verification of prices used and extensions. 
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6. Inspection of entries to charge work in process and credit 
raw materials. Comparison of dollar amounts and quanti- 
ties charged with amounts shown by requisition summaries. 

G. Pay rolls. 

1. Checking of the employment records for employees, rates, 
increases, decreases and methods of employing and dis- 
charging. 

2. Checking of the pay roll procedure for method of paying, 
method of calculation and method of verification. 

3. Verification of the payroll records by checking original 
time cards, work tickets, etc. 

4. Verification of the pay roll summaries by tracing the indi- 
vidual records to the summaries. 

5. Verification of the pay roll extensions and additions. 

6. Determining that the pay roll records for employees agrees 
with the personnel records. 

7. Comparing pay roll disbursements with cash disbursement 
records. 

8. Determining that the total pay roll cheque drawn equals 
the exact pay roll, less advances made to employees and 
less other deductions, such as meals, fines, contributions, 
etc. 

9. If payment is by cheque, the examination of the canceled 
cheques, noting names and indorsements. 

10. If payment is by cash, the investigation of the method of 
distributing the payroll. 

11. Investigation of the disposition of unclaimed pay roll 
cheques and cash. 

12. Verification of bonus and piece-work plans and checking 
the correctness of the computations. 

13. Watching for pay roll padding by checking the pay roll 
names with the men on the job. 

14. If necessary, the taking over of the distribution of the pay 
roll. 

H. Expenses. 

1. If a voucher system is in operation, following the procedure 
outlined there. 

2. Verification of the authority for expense incurrence. 

3. Verification of the expense entry, regardless of whether it 
appears in the voucher register, general journal, factory 
journal, or any other book of original entry. 

4. Tracing the postings to the general ledger accounts. 

5. Verification of distribution of expenses. 
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6. Approval of different ratios between capital and revenue 
expense items. 

7. Verification of depreciation methods and verification of de- 
preciation calculations. 

I. General journal. 

1. Verification of the authority for all entries. 

2. Examination of the evidence of transactions. 

3. Tracing of the postings to the accounts. 

4. Investigation particularly of adjusting and closing entries. 

If the foregoing procedure is followed, the entries in all ac- 
counts are verified. In addition, selected accounts should be 
completely analyzed. One thing, not brought out in the fore- 
going outline, is the necessity for the auditor to watch for evi- 
dences of unrecorded transactions. This is as important as the 
verification of existing transactions. 

The verification of individual asset, liability and net worth 
accounts was treated in earlier chapters of this book; conse- 
quently, this chapter lays emphasis upon the detailed verification 
of expense and income accounts, to the exclusion of real accounts 
except when they are indirectly and necessarily forced into the 
discussion. 

Incomes 

All incomes and direct income deductions are discussed first. 
The discussional order followed will conform roughly to the 
order followed in a commonly accepted statement of profit and 
loss, except when deviations from that form are deemed neces- 
sary or advisable, as exemplified by a discussion of interest 
income, commonly accepted as a nonoperating income for or- 
ganizations other than financial institutions. The assurance that 
all incomes earned have been recorded and received is the im- 
portant phase of any income audit. The balance sheet is an ex- 
cellent guide to the auditor in determining all possible sources of 
income for the client. Normally income-producing assets may 
appear, and investigation may prove that no income or insuffi- 
cient income is being received or that income is being received 
and not recorded. This is an immediate notice that the auditor 
may be of constructive service in suggesting more profitable in- 
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vestment or may be of service in tracing income that is not find- 
ing its way into the company but which should be coming to 
the organization. 

Sales. — “Sales” refers to the gross income received from the 
sales of services or commodities commonly dealt in by an organ- 
ization. The twofold purpose in auditing sales is: (i) to deter- 
mine that all sales recorded have been properly credited, and 
(2) to see that all sales made have been recorded. Ignoring spe- 
cial problems to be discussed shortly, all sales are (i) cash, 
(2) credit or (3) installment sales. Ignoring fraud, discussed 
earlier in this book, error in recording sales results in (i) an 
overstatement of sales or (2) an understatement of sales. The 
errors that result in an overstatement of sales, and which the 
auditor must detect, are: ( i ) proper credits to other accounts, 
passed to the sales accounts in error; (2) crediting sales for or- 
ders taken but wherein the goods have not been shipped; (3) 
crediting sales for consignments-out; (4) holding the sales rec- 
ords open past the closing date; (5) making errors in computing 
invoices and (6) closing the sales records too soon in the preced- 
ing period. The errors resulting in understatements of sales are: 
(i) errors in computing invoices; (2) failure to take up profits 
on consignment sales actually consummated; (3) failure to re- 
cord sales shipped; (4) crediting some account other than Sales 
for sales made; (5) failure to record sales; (6) holding the sales 
record open for the preceding period, reducing sales figures for 
the current period; (7) closing the sales records for the current 
period too soon. 

Sales are recorded through methods too numerous to dis- 
cuss, but in practically all cases some sort of an original record 
of the sale exists. If all sales are rung on a cash register, cash 
register tapes are compared with the daily (or weekly or 
monthly) entries made in the sales records. The sales should be 
recorded as the total of the register tapes, cash shortages or over- 
ages being charged or credited to a Cash Short-and-Over ac- 
count. If the sales are recorded on sales slips or invoic^, they 
must be totaled and verified against the sales record entries. The 
system of internal check must be watched in order to judge its 
effectiveness. If the product sold passes through a shipping de- 
partment, as it invariably will in a manufacturing concern, in- 
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voices for test periods at the end of the accounting period should 
be compared with shipping records to determine the correctness 
of sales made in the period and to guard against fictitious bill- 
ings made in order to pad sales figures. Inventory records should 
also be inspected to help determine shipments. Invoices are also 
examined for names, order numbers and shipping dates. Invoices 
should also be examined for prices, extensions and footings; 
prices should be checked against price lists. Invoice examination 
loses some of its importance in audits in which accounts receiv- 
able are confirmed, because the confirmation replies may tend 
to reveal fictitious billings. Sales orders must be verified against 
sales entries and shipping records in order to determine that 
orders received are shipped and the proceeds accounted for and 
to ascertain that shipments are made only for orders received. 
If sales orders exist and if there is no record of the sale, the 
auditor must trace the reason for nonshipment in order to be 
certain that there is a good reason for lack of sales execution 
and to be sure that the sale was not made and the proceeds di- 
verted from the seller. If shipment is made and no order exists, 
the shipment may have been made as a theft of goods through 
collusion with an outside party, or the shipment may have been 
made near the end of the period in order to overstate sales and 
profits, for the goods could not be returned until the following 
period. If the sales are evidenced by checks, tickets, and so on, 
the auditor must see that all such evidence is retained as care- 
fully as cash register tapes, sales slips or invoices; all unused 
tickets must be on hand at the time of the audit. Many con- 
cerns use tickets, tapes or invoices, properly bound together on 
a daily basis, as a journal. This is perfectly satisfactory so long 
as proper control is exercised over the evidence of the trans- 
actions. Sales are traced to the Sales accounts in the ledger, 
to the Cash account and the bank and to the Accounts Receiv- 
able account, both control and subsidiary. 

In certain industries, sales are made primarily by field agents; 
the reports of these representatives are treated by the auditor 
as though they were original invoices, with the proper verifica- 
tion of all sales made and all collections received. If the field 
representatives are selling tangible merchandise and if the mer- 
chandise is charged to them at retail, the agent is at all times 
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accountable for the total charged to him, either in the form 
of cash or m the form of merchandise. Sales, in terms of the 
quantity of product sold, should be reconciled with the begin- 
ning inventory plus purchases (or production figures) minus the 
ending inventory, in order to determine the correctness of the 
sales made as far as quantities are concerned. The quantities ar- 
rived at under this method, when multiplied by the prices, will 
equal the total sales dollars. This serves as a rough verification 
of the recorded sales. 

After the routine work of auditing sales is completed, the 
auditor should prepare an analysis of sales. The analysis may 
be on one or more of several bases: by months, by departments, 
by commodity, by salesmen, by territory, by method of sale, 
by customer. Regardless of the base or bases adopted, figures 
should be in comparative form for several preceding periods 
in order to bring out fluctuations and trends; comment should 
be made on important fluctuations, always point i ng out the 
causes of the fluctuations. 

C. O. D. Sales . — ^The manner of handling C. O. D. sales 
should be investigated, with the primary idea in mind of de- 
termining the proper accounting for all cash collections. A list 
of all packages on a C. O. D. basis should be prepared, together 
with the charges for which the deliverymen are responsible. 
Receipt of money for C. O. D. sales should be made on the day 
following delivery, if delivery is by truck (unless the package 
should be returned) ; if delivery is through the mails, the time 
lapse naturally will be greater. In any event, the auditor is in- 
terested in seeing that all income that should be received is 
received. 

Installment Sales . — As stated earlier in this book, the better 
method of handling installment sales is to take up as profits only 
the gross profit proportion of the total collections made, thereby 
deferring the gross profits on unrealized collections arising from 
sales of the current year. Installment accounts receivable should 
be segregated from other accounts receivable, and installment 
sales should be kept in separate sales accounts and not included 
in the regular cash sales accounts or in the regular credit sales 
accounts. The auditor should examine the contract of the in- 
stallment sales, watching particularly the payment terms. He 
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should then make adequate examination to see that proper ad- 
herence is being given to the terms of payment. The cash 
received is audited with the same procedure used for any sale 
on account. The auditor must examine the records to determine 
that an income account is not credited for the entire installment 
collection. 

Sales for Future Delivery . — Income received from sales made 
for future delivery should be treated as a deferred credit until 
the period in which actual sale consummation takes place unless 
title to the goods has passed and the vendor is merely holding 
the goods as a bailee until they are needed by the buyer. The 
auditor must check original records, such as subscriptions, ticket 
data and contracts, in order to determine the proper division 
between the earned income and the amount of the deferred 
credit. In companies engaged m service rendition, the discount- 
ing of commercial paper, the taking of subscriptions for future 
dehvery or the sale of tickets for future use, this situation will 
occur. Comparisons should be made of the volume of orders 
for future delivery on hand at the end of the current and the 
preceding year. If fluctuations are pronounced or if the futures 
contracts will result in sales at a lowered profit due to rising 
prices, attention should be directed to the situation in the audit 
report. 

Consignment Sales . — Consignment sales profits should not 
be taken up until the date upon which the consigned merchan- 
dise is sold. An account sale may not be rendered until some 
later date, but the income is earned when the sale is made. The 
auditor should examine all agreements and pertinent corre- 
spondence. In auditing for the consignee, the auditor must see 
that consignment sales profits have been properly charged with 
all necessary expenses before remittances are made to the con- 
signor. In many cases, agreements are none too clear with respect 
to deductible items such as losses, freight, insurance, storage 
charges, allowances and commissions; in such cases, all expenses 
of a questionable nature should be included in the account sale 
to the consignor, who will pass or reject the charge. The gross 
income of the consignee constitutes the commissions earned 
upon the disposition of the consigned goods. Of course the 
consignuments-in should be excluded from inventory. From the 
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standpoint of the consignor, the auditor must see that consign- 
ments-out are not considered as sales until account sales are 
rendered, and he must determine the merchandise out on con- 
signment is included in the consignor’s inventory. Any charges 
paid by the consignor, such as freight to the consignee, may be 
added to the inventory value. The auditor must verify account 
sales for accuracy and for the propriety of the deductable items. 
The accuracy of the consignment sales accounts and the collec- 
tions therefrom is then verified in the same manner as sales 
through cash or credit channels. 

By-Product Sales . — ^Two theories of almost equal value exist 
in connection with by-product sales. One theory provides for 
treatment of by-product sales as a reduction of the cost of the 
main product, while the other advocates treatment of the by- 
product sales as a separate sales item, not in reduction of cost. 
In a great many industries, the sales of by-products constitutes 
an important source of revenue; therefore in those cases 
the auitor must exercise care to see that by-product sales are 
correctly and consistently treated. By-products are frequently 
sold at a loss, unknown to the producer, whereas a change in 
price policy and a more rigid cost allocation might result in 
producing a profit on these sales. The verification of by-prod- 
uct sales follows the same auditing path as the verification of 
any sale. The auditor can be of service in advising his client 
in problems concerning correct costing, alternate methods of 
by-product disposal and correct recording of the sales. In some 
cases, by-products are scrapped completely, whereas a little 
service to the product would result in an increased net profit; 
in other cases, by-products are serviced and sold, whereas the 
net profit would be increased if the by-product, unserviced, 
were given away. 

Scrap Sales . — ^The same general remarks apply to sales of 
scrap as to sales of by-products. In many cases, if scrap were 
offered for sale, a considerable revenue might be forthcoming. 
The auditor should always inquire as to the disposal of scrap 
and should verify scrap sales in the regular manner. Costs of 
handling scrap must be carefully weighed against the revenue 
obtainable, and the proper disposition must be judged by the 
possibility of the maximum net income which can be produced. 
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The auditor must be careful to detect cases of scrap sales which 
are made but not recorded, which means that income is being 
diverted from its correct channels. 

Profits on Interdepartmental Transfers. — As stated in earlier 
chapter, no profit should be taken up in connection with manu- 
facturing operations, transfers from one department to another 
or from one plant to another of the same company. When in- 
ventory is transferred between divisions of the same company 
and a profit is included on the transfer, the practice is poor, as 
no profit is actually realized until a sale is made to a customer. 
Gross and net profits are overstated to the extent of the profits 
taken up in the inventories on hand at the closing dates, and 
the auditor should insist upon adjustments being made to reduce 
the inventory and the profits. In some cases, inventories are 
charged to branches at prices in excess of cost in order that the 
branch cannot obtain information with respect to profits. In 
such instances, the inventory should be reduced to the lower of 
actual cost or market, so that profits will not appear before 
they are earned; the problem is the same as that of profits on 
interdivision transfers. 

Purchase Discount. — Purchase discounts are verified by ref- 
erence to the terms of payment to the creditor. The total maxi- 
mum discounts possible should be computed and compared with 
the amounts taken, in order to determine whether all profit pos- 
sibilities are being exercised. Canceled cheques should be com- 
pared with cash disbursement entries in order to see that 
payments are not recorded at the gross amount when only the 
net amount actually is paid, thereby giving rise to fraud. The 
purchase discounts income must not, of course, include such 
things as rebates, quantity discounts or trade discounts; these 
items are proper deductions from the purchase accounts and 
do not constitute income. 

Profits on Uncompleted Construction Contracts. — ^As stated, 
profits on uncompleted work in process for a manufacturing 
concern must be excluded from the records. It is, however, per- 
missible to take up profits on uncompleted contracts for con- 
struction projects, because of the long construction period. 
The contract may be (i) on a cost-plus basis or (2) on a flat 
contract price. In the former case, profits can be estimated 
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with a much greater degree of accuracy than in the latter. Con- 
servatism should be followed in all cases of this nature, par- 
ticularly the latter, as the final profit is an undetermined item 
until the job reaches completion. Decisions are often difficult 
to make and at best are an estimate. The profits taken up should 
be carefully checked by the auditor, and care must be exercised 
in studying the probable costs necessary to complete the con- 
tract. The provisions of the federal income tax laws should be 
taken into consideration so that the income of the client will 
not be forced into high brackets by waiting until a construction 
job is completed before reporting the income. In order to take 
advantage of the lower rates in the lower brackets, profits on 
construction work in progress in most cases should be taken up 
annually. Of course, if the profit of the builder or construction 
company remains about the same from year to year, no advan- 
tage accrues by taking partial profits, but profits seldom remain 
stable. The auditor should examine all contracts for con- 
struction work and investigate the reasons for all balances which 
are in arrears, in order to determine the possibility of contingent 
liabilities; and he must determine whether amounts withheld 
are in agreement with the contract terms. 

To illustrate the computation of profits on uncompleted 
construction, assume that a contract is for 1 100,000.00, that the 
work finished has cost $40,000.00, and that the estimated cost 
to complete is $45,000. 

Contract price $100,000.00 

Less; 

Cost to date $40,000.00 

Cost to complete (estimated) 45,000.00 85,000.00 

Estimated profit t 15,000.00 

40 /85 of the total estimated profit of $15,000.00, or $7,058.82, then 
represents the amount earned at the closing date. 

Income from Stocks Owned . — ^The treatment of dividends 
received upon capital stocks depends on whether the stocks are 
held as temporary investments or whether they are held as per- 
manent investments. If they are held as permanent investments, 
the method of treating dividends received, in turn, depends on 
how the investment is carried on the books of the investor. If 
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the profits of the subsidiary company are taken into the parent 
company’s books as a charge to the proper investment account, 
the records of the subsidiary company should be audited to de- 
termine the correctness of the profits. If the profits of the sub- 
sidiary company are not taken up on the books of the parent 
company, then the subsidiary company may declare dividends 
(i) which reduce the subsidiary company’s surplus below the 
amount on its records at the time of acquisition or (2) which 
do not reduce the subsidiary company’s surplus below the 
amount at the time of acquisition. If dividends reduce the sur- 
plus of the subsidiary company below the acquisition figure, the 
reduction should be credited to the investment account and not 
to income. If the dividends do not reduce the subsidiary com- 
pany’s surplus below acquisition figure, the entire dividend is 
credited to income. The auditor must verify dividend actions 
of subsidiary companies in order to determine the amounts the 
investor should receive and to verify the distribution between 
income and a return of capital. In the opinion of the author, 
the best way to treat controlled company stocks is to charge 
them to the Investment account at cost, then to charge the 
Investment account for the parent company’s proportion of the 
profits of the subsidiary company, credit the Investment account 
for the parent company’s proportion of the losses of the sub- 
sidiary company and credit the Investment account for all divi- 
dends received from the subsidiary company. 

All dividends received should be traced to the cash receipts 
recprds and to the banks. When dividends are received on 
stocks held as temporary investments, all income is taken di- 
rectly to income accounts, which the auditor must verify by 
checking the dividend actions of the issuing companies and 
tracing the dividends through the cash accounts into the banks. 
Dividends should not be paid on treasury stock, and therefore 
there should be no entries for dividends received from this 
source. If mistakes of this nature are made, the auditor must 
prepare adjustments correcting the erroneous entries. 

Income from Bonds, Mortgages, WoJer.— Registered bonds 
owned are examined and the interest rates and dates noted; cou- 
pon bonds^ state the amount of the interest on each coupon. 
The total interest which should be received is computed, ac- 
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cording to date, and vouched through the cash accounts into 
the bank and into the Bond Interest Income account. The point 
to be remembered is that the interest that should be received 
must actually be received by the client. Therefore the best 
practice is to prepare a schedule showing the interest dates, 
rates and amount of income for each investment for the audit 
period. This might well have been done in the venfication of 
the investments. The auditor must verify interest accruals re- 
ceivable at the end of the accounting period and vouch the 
amounts to the asset and the income accounts. The interest on 
income bonds may or may not have been received, as the pay- 
ment is contingent upon the interest being earned; if the ac- 
counts indicate that no interest is received on this type of bond, 
confirmation of the lack of interest payments should be obtained 
from the issuing company. If interest on any type of bond is 
m default, a notation to that effect should be given in the bal- 
ance sheet, together with the amount of the default. 

The auditor, while verifying bond interest income, must 
watch for the correct treatment of interest accruals at the time 
of purchase and at the time of disposal in order to be certain 
that incomes are not understated or overstated and likewise to 
be certain that the assets are correctly carried. Statements of 
brokers for security sales and purchases will contain data 
pertaining to interest accruals. Accrued interest receivable pur- 
chased should be charged to Interest Income or to Accrued In- 
terest Receivable at the time of purchase; the later receipt of 
the interest income is credited to the account charged at the 
time of purchase, and the correct interest income for the hold- 
ing period is thereby shown. Likewise, when bonds are sold, 
they are sold at the market plus accrued interest; the auditor 
must see that interest accruals are credited to income at the time 
of sale. Charges to the investment accounts for interest earned 
are incorrect; when charges appear in the investment accounts 
not supported by the investments, errors of this nature probably 
have been made. If securities have been pledged as loan col- 
lateral, a statement from the pledgee should be obtained, de- 
tailing the holdings. 

Income from mortgages and notes is verified in the same 
manner as bond interest income. Dividend income is verified 
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m the same manner, except that it is not common practice to 
accrue dividends prior to declaration. 

lnco?ne from Rentals . — Rental incomes are verified in ac- 
cordance with the terms of the lease, if one exists. If rentals 
are on a verbal basis, someone in authority should be asked for 
a rental schedule showing offices, apartments, buildings and their 
rentals. A schedule of occupancy and vacancy should be re- 
quested from someone not responsible for collections or the re- 
cording of cash receipts. From the schedule of occupancy and 
vacancy and the rental schedule, the auditor should compute 
the total rental income that should be received and verify the 
cash receipts and the rental income amounts to determine that 
the proper amounts were received. Simply to compare the rent 
received with the words of the person or office receiving it is 
not sufficient; the system of internal check should be adequate 
to protect the owner against the possibility of rent being re- 
ceived and diverted. All changes in rentals should be authorized 
by someone not concerned with collections, and the rental 
schedules should be changed accordingly. Vacancies, which 
mean the termination of rent income, should be properly au- 
thorized for the stopping of income. The auditor must also 
mention all rentals in arrears and inquire into collection attempts 
in progress. In the audit report, occupancy and vacancy figures 
should be submitted for study. The auditor must examine criti- 
cally the treatment of leasehold improvements made by the 
lessee for the benefit of the lessor. Uffiess rent concessions have 
been made, improvements made by the lessee are neither ex- 
penses nor capital charges. As there is no cost to the lessor, 
these items should not be entered on his books. It frequently 
happens that cash or other deposits are required of the lessee as 
a protection against default. In some cases, the cash deposits 
apply to the last rental periods; in others, interest on the deposit 
is paid the lessee by the lessor. Deposits are mentioned in the 
contract, and the auditor must always verify the existence and 
correct treatment of such deposits. 

For hotels, room rate schedules are available, and the room 
cards should be summarized at the rate applicable to the various 
rooms, for the days of occupancy, in order to arrive at the total 
income earned from this source. The accounting system should 
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be so established that the person responsible for the receipt of 
cash does not have access to the record of the rooms rented 
during the year. 

Royalty Income. — In certain types of machinery manufac- 
turing companies, royalties constitute a major portion of the 
income. The auditor should examine the royalty contracts, 
noting particularly the royalty rates and the method and time 
of settlement. The statements received from the lessee should 
be examined in order to determine the correctness of the 
amounts remitted. Then the accounts are examined to see that 
the correct amounts are recorded. In some cases, royalties re- 
ceivable at the end of the period cannot be taken into income, 
because royalty statements are not yet due under the terms of 
the contract and because too great a burden would be placed 
on the lessee if he were asked to submit a statement of the 
amount payable at the lessor’s balance sheet date. In those cir- 
cumstances, the only thing the auditor can do is to ignore the 
accrued income, or estimate it if it is fairly regular, and men- 
tion the condition in a balance sheet footnote or in the audit 
report. 

Sales of Treasury Stocks and Bonds. — Sales of treasury se- 
curities are verified by analyzing the accounts and vouching all 
entries appearing therein. Treasury stock sales at a price in 
excess of acquisition price should not result in a credit to profit 
but in a capital surplus gain, recorded by a direct credit to the 
Capital Surplus account. Some accountants show this as an ex- 
traneous profit and then close it into capital surplus. Sales of 
treasury bonds at a price in excess of acquisition result in a 
profit, separately shown as a nonoperating item. 

Sales of Stocks and Bonds Held As Investments. — ^When in- 
vestments are sold at a profit or a loss, the auditor must first 
examine brokers’ statements and then trace the effects of the 
transactions through the records. The investment accounts must 
be examined to see that the account is credited for the number 
of shares or number of bonds indicated on the statement of the 
broker. The accounts must also be examined to determine that 
the account is credited for the carrying value of the securities. 
The profit or loss on disposition is carried to an income or an 
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expense account and is shown as a separate item on the state- 
ment of profit and loss. 

If blocks of stock or bonds sold can be identified as to pur- 
chase price, the investment accounts are credited in accordance 
with the cost of the lots sold. If blocks of stocks sold are not 
identifiable because the owner surrenders several certificates and 
receives one certificate therefor or if bond records are kept so 
that costs are not segregated, then the profits are computed on 
the basis of the first-in-first-out method. Incomes from sales of 
stocks and bonds are most easily verified at the time of auditing 
the investment accounts. 

Profit on Fixed Asset Disposition . — ^When fixed assets are 
sold at prices in excess of the book value of the assets, a profit 
is realized. The profit may be due to overdepreciation based 
on cost, or it may be due to a rise m the market value of an 
asset. Determination of the profit normally is made at the time 
of auditing the fixed asset. Regardless of when it is made, the 
proceeds of the sale are traced to the cash receipts records; the 
asset account must be credited at cost (or other value used in 
connection therewith); the reserve for depreciation is cleared 
of the reserve against the asset, and an extraneous profit account 
is credited for the gain. For federal tax purposes, the gain is 
taxable. If the asset is traded for a similar new asset, no gam 
(or loss) is recognized for taxation purposes but should be taken 
up on the books. Any existing contracts and directors’ authori- 
zations drawn up in connection with the disposition must be 
examined, and all notes and mortgages taken in settlement must 
be examined. 

Income p 07 n Subscriptions, Dues, When income is re- 
ceived from subscriptions, the possibilities for performing a 
good audit do not always exist. Subscriptions may be the result 
of regular solicitations by authorized agents or employees, in 
which case duplicate and serially numbered subscription blanks 
may be available. The retained duplicate serves the auditor as 
his evidence of the probability of income, but of course it is 
possible to prepare the duplicate for an amount varying from 
the original left with the subscriber. If the subscriptions are 
for such things as magazines, mailing lists may be used as the 
basis of determining the amount of income that should be or 
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has been received. All differences between the mailing hst 
data or other available data and the accounting information 
shown in the advertising register or the subscriptions register 
must be thoroughly reconciled in order to make certain that 
all income received is recorded. 

The subscription or other records serve as the basis of com- 
putation of the amount of deferred income as well as the amount 
earned. As there is no umformity of method in the recording 
of subscriptions, there can be no uniformity in the method of 
auditing incomes from such sources; the auditor must use his 
own ingenuity in each case and conduct his work at all times 
so that accurate income results are shown. Systems of internal 
check should be devised so that the persons receiving the money 
do not have access to any other records and so that the persons 
responsible for the subscription records never see the cash re- 
ceipts. Income as computed from the subscription register must 
be vouched to the records and to the bank. 

Dues for clubs, associations and other membership organiza- 
tions are verified by an examination of membership lists, which 
have been approved by responsible officers, and the secretary’s 
records for new members and members leaving the organization. 
The periodic amount of the dues for varying classes of mem- 
bers is determined, and from the data obtained, the total income 
is computed. The auditor must trace all dues received to the 
records to be certain that all income is recorded. Old unpaid 
amounts should be written off. An occasional request for con- 
firmation of balances due from members may help shed light on 
the diversion of funds and may also be of material assistance 
in aiding collections. 

There may be many other sources of revenue, and the audi- 
tor must at all times do all in his power to determine that all 
income is properly recorded. 

Sales Returns and Allowances . — Sales returns and allowances 
should be carefully investigated in order to detect fraud through 
the failure to account for all cash receipts. All returns should 
be supported by approved credit memos which the auditor 
should trace to the proper accounts: sales returns, sales allow- 
ances, cash, accounts receivable, notes receivable. The returned 
sale also must have been charged back to the inventory accounts 
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if perpetual systems are used. Sales allowances should always 
be supported by correspondence and by proper official approval 
of the reduction in price. Accounts receivable should never be 
closed to sales allowances unless the balance of the account re- 
ceivable happens to represent a disputed amount with final set- 
tlement coming through the allowance. The auditor should 
invesagate the system used in granting sales returns and allow- 
ances to be certain that the chent is not suffering losses in this 
direction which might reasonably be avoided if more adequate 
control were exercised. 

The receiving records should contain receiving tickets for 
all returned sales. These tickets should be compared with the 
credit memos, any credit memos for sales returns not supported 
by receiving tickets constitute evidence of irregularities and pos- 
sible fraud. 

Purchases 

Inventories and purchases were extensively discussed in 
Chapters VI and IX, to which the reader is directed at this time. 
Methods of handling purchases are subject to a wide variation 
of practice, ranging through the use of a voucher register, a 
purchase journal, no entry until payment is made, treating dis- 
counts as purchase price reductions, treating purchase discounts 
as financial income, the classification of purchases, the use of 
perpetual subsidiary inventory accounts, and so on, down to the 
point where no organized and rehable records are maintained. 
The auditor must always familiarize himself with the procedure 
used by his client in the handling of and accounting for pur- 
chases. 

In an audit, if the purchases are not correctly recorded and 
are not properly audited, the cost of sales, gross profit and net 
profit are incorrect, along with an incorrect balance sheet. In 
the audit of purchases, the purposes are: (i) to see that all 
purchases are recorded, and (2) to see that they are cortectly 
recorded. Certain errors result in an understatement of pur- 
chases, and certain other errors result in an overstatement of 
purchases. Errors resulting in an understatement of purchases 
are: (i) debiting some account other than purchases or inven- 
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tory; (2) entering the purchases at too low a figure, (3) failure 
to enter a purchase; (4) holding the purchase record open at 
the end of the preceding period. Errors resulting in an over- 
statement of purchases are; (i) charging expenses or capital 
assets to purchases; (2) failure to credit returns and allowances; 

(3) charging purchases when nothing is bought or received; 

(4) overstating the purchase price; (5) recording invoices more 
than once; (6) holding the purchase record open at the end of 
the current period. 

In the verification of the correctness of purchases, the pur- 
chasing system must be understood, after which the purchase 
orders are examined for such things as supplier, dates, quantities, 
prices, extensions, footings, approvals, order numbers and re- 
ceiving report numbers. In connection with the order, all con- 
tracts should be called for to see that the orders are placed 
in accordance with contract terms. Invoices received should 
then be compared with the orders and all differences noted. 
Then the receiving records are examined and compared with 
the invoices. The auditor must watch to determine that all 
records bear proper approval. The purchase requisition should 
be compared with the purchase order. If requisitions for every 
order placed are not on hand, a further investigation should 
be made to determine if the purchasing agent is making unau- 
thorized purchases. 

The voucher register or other original purchase mediums are 
then compared with the invoices, entry for entry; the distribu- 
tions on the purchase record are verified; the record is footed, 
and the postings to the general ledger accounts are verified. 
Examinations of dates are important in order to eliminate the 
inclusion of old and paid invoices. The postings to the sub- 
sidiary inventory records and to subsidiary accounts payable 
ledger accounts are verified in conjunction with this phase of 
the work; then the sum of the balances of the subsidiary ac- 
counts is proved with the balance of the control account. In 
some cases it may be necessary to obtain confirmations from 
creditors, particularly large ones. 

Invoices must be watched to see that they are recorded in 
the correct accounting period, in order to insure the prompt 
closing of the purchase records. Purchases of supplies, services 
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and fixed assets must be carefully watched so that expenses for 
purchases are not overstated. The auditor should obtain data 
for market quotations and check them with the prices paid by 
his client, in order to determine the legitimacy of prices paid. 
If the client is buying at prices above the market, something 
probably is wrong. 

When the audit work is not fully detailed, a few months’ 
purchases may be used as a test period, and one of the months 
should be the final one of the year. Payments for purchases 
are traced through the cash disbursements records and all ac- 
counts payable debit postings vouched, both for subsidiary and 
control accounts. Precautions should always be taken so that 
invoices cannot be paid twice; cheques must be matched with 
invoices and voucher entries. Most fraud takes place in con- 
nection with cash receipts, but some small amount of peculation 
arises from improper disbursements. The auditor must always 
be satisfied that all purchases are legitimate and the payments 
for them correct. Purchase discounts must be verified, as in- 
dicated earlier in this chapter. 

Purchases should be analyzed and summarized by amounts 
per month and should be presented for at least a three month 
period Major variations should be pointed out in the analysis, 
together with reports on causes of the change. Merchandise 
cost includes not only the invoice price of the items purchased 
but also the addition of all incidental costs such as freight-in, 
storage, handling charges, duties and any other costs necessary 
to place the goods in condition for use. While these are con- 
sidered a part of the cost of the merchandise, separate ledger 
accounts should be maintained for each. The entire cost is 
shown, separately and summarized, in the cost of sales section of 
the profit and loss statement. When more than one type of 
inventory is purchased in one shipment, the incidental costs 
theoretically should be prorated over the various inventories; 
however, practical considerations of cost often prohibit such 
distribution. 

When purchases are returned, the auditor must verify all 
returns by examining proper documentary credit memorandums 
and must vouch all return entries into the journal records and 
to both controlling and subsidiary account. Vendors’ recent 
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statements must be compared with ledger account balances to 
determine that proper credit has been granted the returning 
buyer; this sort of check often discloses discrepancies caused 
by disputed items. Purchase returns are handled in a variety of 
ways, and the auditor must investigate the method used to ascer- 
tain the correctness of the results and the ease or difficulty of 
obtaining the results. Some companies use return journals, some 
write returns in red in the purchase record, while others wait 
until all purchases are inspected and approved before making 
an entry in the purchase record. In the latter case, the auditor 
must be exceptionally careful to include all end-of-the-period 
purchases; rigid invoice and receiving record examination will 
assist. The method is good if properly used, as it saves work. 

Freight-ln. — Freight-in is a part of the merchandise or raw 
material purchased, but it should be shown in separate accounts 
and added to the purchases on the statement of profit and loss. 
If the client is the vendee and if he pays the freight and deducts 
It from the invoice price and remits net to the vendor, the 
freight amounts to prepaid freight and does not appear as a 
freight-in expense but should be charged to the creditor when 
the freight is paid. The auditor must verify freight payments 
of this nature to ascertain their correctness. He also must verify 
all other freight-in charges by vouching bills of lading and 
freight bills to the expense accounts and vouching them through 
the cash disbursements books into the accounts. Too many 
auditors operate on the assumption that transportation bills are 
always correct, when as many mistakes appear in invoices of this 
nature as in any other type of bill. Enormous sums have been 
recovered for clients through a complete verification of trans- 
portation bills, not only by examination of the mathematical 
accuracy of the statements but also by examination and investi- 
gation of shipment classifications and rate charges. 

Cost of Sales . — Labor and manufacturing overhead charges, 
properly belonging in cost of sales for a manufacturing com- 
pany, are for convenience discussed later in this chapter, among 
expenses. In order to arrive at the correctness of the cost of 
goods sold, the beginning and ending inventories and the pur- 
chases made during the period must be correctly stated; for 
manufacturing concerns, there are also added all direct labor 
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charges and manufacturing overhead for the period, plus or 
minus changes in quantity for work in process and finished 
goods inventories from the beginning to the end of the fiscal 
period. The cost of sales figure is of prime importance because 
of its necessity in gross profit determination. The maintenance 
of a correct gross profit margin means that, with proper con- 
trol of selling and administrative expenses, a net profit can be 
realized. When gross profit figures depart from a normal con- 
dition, the auditor must thoroughly investigate all causes of 
the change. It might be the result of changes in price policy, 
changes in sales volume, changes in raw material costs, changes 
in labor costs, changes in manufactunng overhead charges, 
quantity errors or pricing errors in inventories of raw materials, 
work in process or finished goods, errors in the purchase records 
and accounts, a loss on inventory price decline erroneously in- 
cluded in cost of sales or possibly an improper diversion of in- 
ventory stock involving fraud or larceny. Regardless of the 
cause, the deviations must be traced completely and commented 
upon fully in the audit report. 

Cost systems must be studied with a view of determining 
the accuracy of the figures for manufacturing costs resulting 
from the method of cost accumulation in force. Stock requisi- 
tion summaries should be inspected and the quantities traced to 
the credits on stock cards for a test period. The quantities 
shown on the requisition must agree with the quantities shown 
on the stock card as disbursements. If disbursements for which 
requisitions have not been issued are shown on stock cards, 
there is evidence of inventory manipulation and possibly theft 
by the stockkeepers. Authorizations for authority to sign stock 
requisitions should be compared with the signatures appearing 
on the requisitions. If loose control in this respect is discovered, 
the auditor can render a valuable service to the client by point- 
ing out the necessity and the value of strict stock control. 

The unit prices placed on the requisitions for determination 
of the cost charge to work in process must be compared with 
the cost of the stock issued. The extensions must be verified 
and the extension amount traced to the work in process ledger. 
The auditor will find differing opinions as to what cost should 
be used, such as weighted average, moving average, first in— 
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first out, last in — first out, base or minimum stock method, 
standard cost, etc. Each system has its advantages and disad- 
vantages, and the auditor should not take an arbitrary stand on 
any of them. He is interested in ascertaining that, whichever 
method is chosen, it be followed consistently. 

In companies maintaining a uniform mark-up on merchan- 
dise, the auditor must exercise care to see that “accommodation” 
purchases, usually made for friends and sold at cost, are not 
included m sales or in purchases; if they are included, gross 
profit percentage figures are distorted. Additional material on 
cost of sales is presented in Chapter XVIII. 

Ratio analysis figures must be developed, analyzed and pre- 
sented in the audit report (see Chapter XVIII). Labor charges, 
both direct and indirect, must be analyzed so that the accuracy 
of distribution to department and to product is ascertained; this 
verification is done in accordance with the method of distribu- 
tion employed in each individual case. 

Expenses 

The routine auditing of expenses should not be the primary 
objective in such verification; rather, the important objectives 
are to determine ( i ) the necessity for the incurrence of the ex- 
pense, (2) the purpose of the expense, (3) the correctness of 
the recording of the expense and (4) the proper classification of 
the expense. In all cases in which expenses are verified, the 
auditor must be alert to be of real value to his client, so that he 
can suggest procedural changes, curtailments and expansions re- 
sulting in greater income. The routine examination of the 
vouchers for incurred expenses and the verification of the orig- 
inal entries and the entries in the accounts are important from 
the standpoint of the preparation of correct statements and the 
authorization for expenses already incurred. The more impor- 
tant phase is the close attention to expenses, to permit con- 
structive advice which will be of genuine future value to the 
client. 

In general, in a detailed audit of expenses, the auditor must 
verify the authorization for each expense, examine the voucher 
supporting the original book entry, verify the book entry. 
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vouch the entries to the accounts and verify the expense dis- 
tributions. If less detailed work is to be done, or if the auditor 
so desires in a completely detailed audit, he may take each 
chosen expense account and audit by analyzing it and working 
back to the books of original entry and the vouchers. Care 
must be exercised to give proper distribution to revenue ex- 
penditures and capital expenditures; the auditor must be guided 
by his own good judgment in this matter and not be unduly 
swayed by the desires of the client, who might or might not be 
prompted by a wish to overstate or understate expenses or 
assets. Also, the auditor must not forget that a canceled cheque 
in itself is not necessarily good evidence of the propriety of an 
expense; all items should be paid by cheque, and the cheque 
plus properly approved vouchers constitutes prima facie evi- 
dence of the legitimacy of the expense. All of the procedure 
discussed earlier in this book in connection with cash disburse- 
ments applies to expenses. 

In auditing expenses, the question of the extent of the de- 
tailed verification naturally arises. As stated earlier in this chap- 
ter, a completely detailed audit is almost unknown; as a result, 
selected test periods are completely audited, and the entries for 
the remaining portion of the year are scrutinized. The length 
of the test period depends upon the accuracy of conditions as 
they exist, the desire of the client and the system of internal 
check. As the auditor examines expense transactions for the 
months outside his selected test period, he must caU for all sup- 
porting evidences for transactions which are not clear or about 
which he may be suspicious because of the possibility of irregu- 
larity. No definite rules can be laid down for the length of the 
selected test period, but from one to four months’ transactions 
usually result in a good cross-section of affairs. 

. All expenses should be analyzed on a comparative basis with 
former years, both as to amounts and as to percentage figures. 
Examine the following analysis. 

Year 1938 Year 1939 

Net Sales $100,000.00 $150,000.00 

Advertising 6,000.00 5,000.00 

% of Advertising to Sales 6 % 3%% 


Increase or Percentage 
Decrease + or — 

+50,000.00 +33.33 
— 1,000.00 — 20.00 
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In such an analysis, advertising is not compared with, say, 
delivery expense or any other expense; such an analysis would 
not be very enlightening. An analysis such as that given here 
IS more helpful in interpreting the actions and trends of the 
business. The interpretation is to the effect that sales increased 
by $50,000 or 33.33 per cent, in 1939 compared with 1938, 
while advertising decreased 20 per cent in 1939 compared with 
1938; in 1938, |o.o6 of every sales dollar went to advertising, 
while in 1939 only I0.03IA went for the same purpose. Ad- 
vertising dropped by almost 50 per cent in terms of sales. 

The auditor must understand the judicious use of dollar 
and percentage comparisons and must be sure that he is not mis- 
leading the cHent by their use. He should, however, make ex- 
tensive use of trends and comparisons for all expense accounts 
for the guidance of his chent. 

Wages . — Pay roll procedure was discussed quite fully in 
Chapter VI, but certain phases are reviewed and reemphasized 
at this point. Pay roll procedure varies for practically every 
employer; consequently the auditor must use ingenuity rather 
than fixed rules in auditing wages expense. Pay rolls may be 
met in cash or by cheque; the cheque method is preferable 
from the internal standpoint of the paying company. 

In starting an audit of wages, the first thing to do is to study 
thoroughly the entire pay roll procedure from hiring the em- 
ployee through payment of the employee. Important points 
considered here are the method of calculation of the pay roll, 
the method of verification of the pay roll calculations and the 
method of paying the employees. One cardinal principle stands 
out in all cases: The more people engaged in the pay roil 
process, the smaller the chance of error and the opportunity 
for manipulation. Adequate checks on procedure should be 
placed in the early stages of pay roll accumulation rather than 
at the actual payment end, because most pay roll frauds are 
committed by people having access to time and employment 
records rather than by those making up cheques and envelopes. 

If an employment department is maintained, the auditor 
should obtain from it a list of all employees and their rates of 
pay. He must also obtain all increases and decreases in rates 
made during the audit period. Employment and discharge meth- 
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ods must be investigated and tied up with the methods of re- 
moving people from the pay roll, m order to be certain that 
ex-employees are not maintained on the records for the benefit 
of someone not entitled to the compensation. Original time 
tickets, clock cards and piece-work or bonus records should be 
obtained in accordance with the employment department’s rec- 
ords and traced to the pay roll sheets or books. All extensions 
and additions on the pay roll sheets or books should be verified 
in order to ascertain that padding does not exist. All pay roll 
sheets should be approved by someone having no access to the 
cash and no connection with payment to the employees. The 
amount of the pay roll is verified against the amount shown 
in the cheque register and the voucher register. If one cheque 
is issued and cashed to cover the entire pay roll, with the result 
that the pay roll will be paid in cash, the pay roll cheque should 
be for the exact amount of the calculated pay roll as shown by 
the pay roll records, less all pay roll advances made to employees 
and less all other deductions such as fines, meals, contributions, 
and so on, all of which should show on the pay roll records. 
Sometimes the blanket cheque is in excess of the correct amount, 
because change-making requires it, but this is a rather weak 
excuse. The auditor must trace all excess amounts back to the 
bank as deposits. When individual pay roll cheques are used, 
the cheques (or cheque register) should be totaled to see that 
the total amount is in accordance with the pay roil records. 
Also, the canceled pay roll cheques must be inspected for agree- 
ment of the name, date, amount and cheque number thereon 
with the pay roll record; indorsements and cancellation date 
must also be examined. If employees are paid in cash and if 
they must sign a receipt at the time of payment, the receipts 
must be examined. Double indorsements on pay roll cheques 
should be scrutinized, as they are sometimes clues to irregulari- 
ties, especially when the second indorsement is that of a com- 
pany official, pay roll employee or foreman. 

When wages are paid either by cash or by cheque, the 
method of paying the employees must receive close attention. 
The person or persons who accumulate the pay roll should not 
pay the employee, and those who pay should not prepare the 
cheques or envelopes. If one person prepares the pay roll, a 
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second checks and approves it, a third prepares the cheques or 
envelopes, a fourth verifies the envelopes against the records 
and a fifth pays the employees, then collusion must be entered 
into before defalcation is probable. When such an elaborate 
arrangement is not possible, one person should prepare the pay 
roll, and another prepare the envelopes or cheques and pay the 
employees. The auditor must see that the two records are in 
agreement. 

The auditor must investigate and trace the disposition of un- 
claimed wages. Unclaimed wages usually are held for a few 
days, at the end of which time they should be redeposited in 
the bank and a liabiHty account credited; during the few days’ 
holding period, the unclaimed wages should be locked in the 
safe. 

Wage advances are commonly made from petty cash, which 
should show proper reimbursement either at pay day or at the 
time the petty cash is reimbursed. If the auditor or the client 
is suspicious of pay roll padding, the auditor should assume the 
job of paying off employees and then control the unclaimed 
wages. Surety bonds for employees handling money should be 
obtained by the client in all cases. If the client has not adopted 
the policy of bonding all employees handling funds, he should 
be encouraged to do so, and the matter should be mentioned 
in the report of the audit, so that the auditor cannot later be 
accused of negligence in his duties if fraud takes place. 

In factories using adequate cost systems, all direct labor is 
charged to the cost of production and all indirect labor is pro- 
rated to the cost of production on some selected bases. The 
totals of the direct and indirect labor charged to production 
should equal the total pay roll for the period. The auditor can 
test the accuracy of the pay roll by adding labor costs from 
the cost cards or other production records and checking the 
total against the pay roll. Such a test requires adjustments for 
accruals at the beginning and at the end of the period. If the 
pay roll is above the distributed amount, something is probably 
wrong with the pay roll; if the pay roll is below the distributed 
amount, something is probably wrong with the cost system. 

Salaries . — ^For audit purposes, it may be assumed that salaries 
and wages are differentiated (i) by classifying the former as 
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applicable to major and minor administrative, sales and factory 
executives, while classifying the latter as applicable to office, 
store, factory, etc., employees, or (2) by classifying salaries as 
fixed periodic rates of pay and wages as hourly or daily rates. 
The auditor should consult the minute book of the board of 
directors and all actions of the executive committee for the 
salaries of executives and then determine that salary payments 
to those individuals are in accordance with the authorizations. 
To do this, canceled cheques, account entries and book entries 
must be verified. Accruals as of the end of the year must be 
verified. 

If bonuses are payable to executives contingent upon profit 
operations, the auitor must be extremely careful to ascertain 
that nothing has been done by way of padding incomes or ignor- 
ing expenses or by fictitious reduction of expenses in order to 
present a more favorable showing and thereby open the way for 
excessive bonuses. After being convinced that profits are cor- 
rectly computed, the calculations of the bonuses must be verified 
and vouched to the accounts. The auditor has a twofold duty 
where profit-sharing plans of any description exist: He must see 
that neither the potential recipient nor the company is harmed. 
Profit-sharing and bonus plans assume a wide variety of forms, 
common among which are: a bonus to the executives of closed 
corporations, agreed upon after profits are determined; a bonus 
based upon a percentage of net profits; a bonus based upon a 
percentage of sales or a percentage of the increase in sales from 
the preceding year; a bonus, in effect, whereby an employee 
contributes a certain amount periodically toward the purchase 
of, say, an annuity or stock, which amount is matched by the 
company; a bonus based upon expense reductions; a bonus based 
upon length of service; a bonus based upon production. Re- 
gardless of the plan, the auditor must understand it and deter- 
mine that distributions are in accordance with its provisions. 

In a great many cases, in both corporations and partnerships, 
officers are permitted to maintain drawing accounts which are, 
in effect, salary advances if the account has a debit balance and 
which are in the nature of liabilities if the account has a credit 
balance. There are usually understandings or agreements with 
respect to the limitations placed on these amounts, and the audi- 
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tor must vouch the entries to ascertain that the accounts are in 
accordance with the agreements and that they are not being 
written off the books at the arbitrary order of an ofEcial, an 
action which will result m the overpayment of the officer. If 
debit balances are shown in the drawing account at the end 
of the period after proper allowance for salary, the account be- 
comes a Loan to Officers. The action should then be incorpo- 
rated in the directors’ record and approved by the directors, or 
the subject must be covered fully in the report. In any case, the 
auditor should point out to the directors that an approval of 
such a loan or advance or subsequent ratification of it makes all 
directors so approving or so ratifying personally responsible for 
the amount of the loan. 

Commissions . — Commissions apply almost exclusively to 
salesmen. The auditor must understand the method of commis- 
sion computation in force. In certain companies, commission 
rates will vary with quantity, territory and product. Common 
phases of commission agreements which are not always under- 
stood by salesmen, because the employer did not present a 
proper and clear agreement, include: the payment of commis- 
sions on net sales billed or the payment of commission on sales 
actually paid for; the treatment of deductions for freight, re- 
turns and cash discounts. When auditing commissions, the orig- 
inal sales data are verified for accuracy and the commissions 
verified in accordance with the terms of the commission agree- 
ment, which should stipulate rates and methods of payment. 
The amount according to the computation is vouched into the 
accounts of the ledger and into the subsidiary accounts for the 
individual salesmen. In many cases, salesmen draw advances 
against future commissions. The auditor must determine that 
the drawing accounts are handled in accordance with the agree- 
ments with the salesmen, and he must see that all debit balances 
in commission drawing accounts for ex-employees are written 
off to expense at once. The accounts with debit balances for 
active employees constitute prepaid expenses. 

Depreciation . — long discussion of depreciation will not be 
entered into at this point. The reader should be familiar with 
all the various phases of depreciation; if he is not, he is not 
equipped to au^t depreciation expenses, and should so equip 
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himself. As stated previously, depreciation expenses ordinarily 
are verified in connection viath the audit of the depreciable 
asset. In auditing depreciation expense, the auditor must de- 
termine that it is based upon proper valuation. The amounts 
of depreciation taken must be in accordance with sound prac- 
tice for the particular assets involved and must be acceptable to 
the Department of Internal Revenue when the income tax re- 
turn is prepared. The amount of depreciation need not neces- 
.sarily be the same for tax and other purposes. The auditor 
must see that the depreciation taken in any one year is apph- 
cable to that year and not to former years. Current deprecia- 
tion is recognized as a necessary operating expense before profits 
are determinable. Methods of calculating depreciation may be 
varied, but the best practice in any case is to follow a consistent 
method yearly. Use of a blanket rate of depreciation is bad 
practice; each asset should have its own account, depreciation 
rate and reserve. Obsolescence and inadequacy must not be 
forgotten when rates are estabhshed. The auditor must verify 
the calculations and analyze each account to see that it is cor- 
rect in every detail. Proper proration of depreciation expense 
must be made between the manufacturing, administration and 
selling divisions of a business. Charges to reserves must be com- 
pletely verified in every instance. When assets are scrapped, 
sold or otherwise disposed of, the auditor must be certain that 
the entries are correctly made and that the accounts clearly re- 
flect the disposal of the asset and the reduction of the reserve. 
The accounts also must clearly show the profit or loss on dis- 
position. Depreciation should not continue to appear as an ex- 
pense upon fully depreciated assets; if the reserves are adjusted 
because prior depreciation was too liberal, the decrease in the 
reserve is transferred to surplus and not to current profit and 
loss. 

Alterations . — Alterations may be revenue expenditures, or 
they may be capital expenditures. Often the auditor finds it 
necessary to discuss the matter of alterations with the client in 
order to make the proper distinction; in any event, after talking 
with the client, the auitor must use his own judgment as to the 
proper classification and not take the word of the client with- 
out thought. When property, real or personal, is purchased. 
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certain alterations probably are necessary in order to put the 
property in condition for proper use by the new owner. Out- 
lays of this nature on newly acquired property should be added 
to the cost of the property, on the theory that the cost of an 
asset is its purchase price plus all costs necessary to put the 
property in usable condition in accordance with the wishes of 
the purchaser. The auditor must be certain then, that altera- 
tions made to newly acquired assets are not charged to expense; 
this is ascertainable by an analysis of the asset accounts and the 
repair or maintenance accounts. 

Alterations made to assets that have been owned and op- 
erated should not be capitalized. The alterations may make for 
more productive efficiency, or they may not. The point is that 
the alteration will not make the asset more valuable than when 
it originally was purchased. Major alterations may be set up as 
deferred charges to be written off as fast as reasonably possible, 
but the better practice is to charge them to expense upon in- 
currence. The auditor should examine all expense vouchers and 
shop orders to obtain the amount of the alteration expense. 

Repairs . — Repairs may be ordinary or extraordinary. Ordi- 
nary repairs, like alterations, are treated as expenses and must 
be verified by the auditor. Ordinary repairs simply tend to keep 
an asset in good operating condition. Extraordinary repairs, 
while not making the asset more valuable or more efficient than 
when it was originally acquired, may have the effect of length- 
ening the life of the asset over normal expectations and therefore 
may be chargeable to the reserve for depreciation. Inquiry must 
be made of the expectations when the ordinary or extraordinary 
repair was made, and the auditor is guided accordingly. 

Improvements are not expenses but are capitalized by adding 
the net improvement cost to the cost of the asset. Improve- 
ments make the asset more valuable than before the improve- 
ment is made. Of course, there are bound to be differences of 
opinion concerning the increase in the value of the asset or the 
lack of an increase in value, and the most conservative practice, 
when doubtful, is to charge the item to an expense account. 
The line of demarcation between ordinary repairs, extraordinary 
repairs and improvements is not easy to find, and the auditor 
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must use good reasoning in every case; there is no hard and 
fast universal rule to follow. 

Ordinary and extraordinary repairs, alterations and improve- 
ments are not always easy to audit. Some companies con- 
sistently maintain their own equipment, while others perform 
some of their own maintenance work and hire out some of it. 
In the latter case, no difficulties are encountered, as the expenses 
are usually supported by approved vouchers resulting in the 
disbursement of cash. When repairs are made by an internal 
staff, the cost data may be rather poor. Repairs and improve- 
ments may entail labor, material and, in some cases, overhead, 
and each expense element must be verified before the auditor 
can feel assured that the expense or capital charge is correct. 
If each repa^j^ improvement job has a ticket prepared for it, 
listing the tTiree elements of cost, the client and the auditor 
both are materially aided in arriving at the correct cost and the 
proper distribution. Repair jobs should not absorb factory over- 
head; improvements may be permitted to absorb factory over- 
head to the extent that overhead is increased above normal 
because of the improvement. 

Certain companies create maintenance reserves, charging an 
expense account for an equal annual amount. When alterations, 
repairs, ordinary part replacements, and so on, take place, the 
cost is not charged to expense but is charged to the reserve. 
The actual outlays in any one year will not, in the majority of 
instances, be equal to the expense set up, but the theory is that 
such practices level out maintenance costs and thereby keep 
production costs in equality from year to year. In any audit 
involving maintenance items, the property and equipment ac- 
counts must be carefully analyzed to be certain that true ex- 
penses are not capitalized. 

Spoiled Work . — Spoiled work results in an expense which 
may be taken up through the cost of the completed units but 
which is better taken up by a credit to work in process or 
finished goods and a charge to some special account, such as a 
Spoiled Work account, which is treated as a manufacturing 
overhead expense. Of course, this treatment results in the fin- 
ished product ultimately absorbing the cost of the spoiled and 
defective work, but normal unit costs are not thrown so dras- 
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tically out of line. The auditor must investigate the method* 
of treating spoiled work and see that the treatment is in accord 
with sound practice, so that correct costs are shown. Produc- 
tion must be credited for the cost of the spoiled material, labor 
and overhead in the product at the time of spoilage. Unreason- 
able amounts of spoiled work must be commented on in the 
audit report and must be considered in the light of the type of 
product manufactured. Some industries have extremely high 
spoiled work costs, as exemplified by the clay products indus- 
tries, the knitting industries and certain food products industries 

Idle Plant . — In accounting for idle employee time and idle 
equipment time, the auditor should ascertain from his audit of 
wages and depreciation distribution that the cost of the idle 
time is truly reflected in the accounts, and he should attempt to 
prepare an analysis showing the reasons for the idle time, so that 
corrective methods may be instituted to lower the operating 
costs of the company. The unit cost of production is increased 
by idle time, because the idle time cost is spread over the cost 
to manufacture; if idle time exists, fewer units are produced. 
The auditor should examine the departmental standing orders 
for all records of idle time, analyze them for causes and sug- 
gest remedial measures if the causes are within human control. 

Experimental Expenses . — A great many plants conduct their 
own developmental and experimental work, with the funda- 
mental thought of developing patents and processes which will 
become valuable income-producing adjuncts of the business. 
The auditor usually finds that outlays of this nature are difficult 
of audit, simply because the results of developmental and experi- 
mental work are difficult to interpret in terms of subsequent as- 
sets. Conservatism should always prevail, with the tendency 
toward charging such items to expenses as opposed to their cap- 
italization. It is perfectly proper to capitalize these costs when 
patents of value are produced, but the optimism shown by cap- 
italizing these items before patents are granted and proved is 
outside the range of good judgment. Some companies carry cer- 
tain of their developmental and experimental costs forward as 
deferred charges, awaiting the time of patent development or the 
time when it is conclusively shown that the items should be 
charged to expense. In verifying these expenses, the auditor must 
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thoroughly investigate all items either capitalized as assets or 
treated as deferred charges, to do this adequately, he will be 
forced to base his conclusions largely upon the information 
supplied him by responsible officials. In any situation, he should 
be firmly convinced that the reasons for capitalizing or deferring 
are sound and legitimate, if he is not convinced, he should 
insist upon immediate charging to an expense account. 

Heat, Light, Power . — Any or all of these items may be pur- 
chased. If they are purchased, the auditor must examine all 
invoices, check the computations on several and vouch the in- 
voices into the records and accounts. Canceled cheques should 
be examined as additional verification to determine the correct- 
ness of the items. If any or all of the items are produced, the 
purchases of supplies and expenses necessary to production are 
verified as though the service were purchased; in addition, labor, 
supplies and depreciation expenses must be audited. A compara- 
tive analysis of the cost of producing, as opposed to buying, is 
always enlightening. Regardless of whether heat, light and 
power are purchased or manufactured, the auditor must verify 
the distribution of the items over the departments of the com- 
pany, and into the products if the company is a manufacturing 
concern. 

Welfare . — Many companies today maintain welfare depart- 
ments of extensive scope and activity, ranging from employee 
education for the benefit of the business to family care for the 
benefit of the outside life of the employee. The expenses of 
this nature should be audited by analyzing the account or ac- 
counts into related parts and then vouching the expenses 
through the disbursements records by canceled cheque and in- 
voice examination. The auditor should exercise care to de- 
termine that those authorized to incur expense of this nature 
do not exceed the limitation, for both money and purpose of 
purchase, set up by company policy. 

Supplies . — ^The important point in the verification of sup- 
plies expense is to see that the correct differentiation is made 
between the expense and the inventory elements. If the supplies 
inventory is correctly stated, the expense is correct; therefore 
the auditor must verify the inventory, then examine all invoices 
for supplies, vouch them to the registers and the accounts, ex- 
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amine the canceled cheques and trace them through the cash 
disbursements records. If perpetual inventory records are main- 
tained for supplies, these must be verified against the inventory 
account. The correct distribution of supplies expense over the 
various divisions of the company must be verified to see that one 
division is not overburdened and another division freed of ex- 
penses properly chargeable to it. In some companies, all sup- 
plies are charged to expense as they are purchased, in which 
cases supplies inventories do not appear. This is conservative 
practice, and the auditor should not object to it in the majority 
of cases; as inventories of supplies usually are small and fairly 
constant from year to year, the result is that after the first 
period, profits and losses are not noticeably affected. 

Custom Duties . — Custom duties should be carefully verified 
in order to ascertain the correctness of their computations. 
After determining this, the canceled cheques are compared with 
the invoices and the book entries. Custom duties should be 
handled in the same manner as freight or any other charge for 
transportation inward. 

Organization expense . — Organization expense should be 
audited to see that the items charged to the account are truly 
concerned with organization. The account commonly is treated 
as an asset for a long period of time. The auditor must inspect 
all invoices rendered the client and completely investigate all 
charges to the account not supported by documentary evidence. 
Then all transactions are vouched to the account. Usually the 
best way to handle the account is to charge all items to expense 
as organization charges are incurred, rather than to defer them. 
Some companies and some auditors prefer to allow organization 
expense to remain on the books indefinitely; some advocate its 
write-off over a period of three to five years. The Organiza- 
tion Expense account may contain such items as incorporation 
fees, legal costs during organization, cost of stock certificates, 
accounting fees during organization, transfer stamps and similar 
items, but definitely not stock discounts, bond iscounts and 
early years’ losses. 

ContcAners . — ^When merchandise is shipped in returnable 
containers, the company will: (i) make no charge to the cus- 
tomer for the container, (2) charge the customer for the con- 
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tamer and refund the deposit or credit the amount to the 
customer’s account upon the return of the container, or 
(3) make no specific charge as such to the customer and credit 
the customer for a certain sum upon the return of the container. 
If a company can use a container more than once, the item 
should be treated as an asset, and an expense should be recog- 
nized which is in conformity with the depreciation or breakage 
incurred. In order that the auditor may verify the expense in 
connection with the containers, he must verify, from his former 
working papers, the value of the quantity on hand at the begin- 
ning of the year, verify the purchases made during the year and 
ascertain the remaining quantity at the end of the year. The 
chances are that more containers will be in the hands of cus- 
tomers than are on hand, and the auditor must be certain that 
the asset is not over-evaluated and the expense consequently un- 
derstated. Some companies, whose business requirements call 
for an approximately constant amount of containers set up a 
certain amount as an asset and charge all additional container 
purchases directly into expense. As pointed out earlier in the 
book, the auditor must verify the liability to customers for de- 
posits made on containers in connection with the audit of the 
item. 

Taxes . — ^Federal income taxes should be audited by examin- 
ing the tax return and verifying the amount against the account 
and journal entries.' Federal income taxes are not considered as 
expenses but are considered a division of profits with the gov- 
ernment. In reality, income taxes are distinctly expenses. The 
charge for the tax is to surplus. Property taxes are verified by 
examination of the tax bill and comparison of it with the ac- 
counts and journals. Property tax bills commonly are not sub- 
mitted until some time after the expiration of the taxable period; 
in cases of this nature, former tax bills and expected rate and 
valuation changes must be taken into consideration and the tax 
accrual set up in accordance therewith. Franchise taxes, capital 
stock taxes, state income taxes, processing taxes, intangible taxes, 
and so on, are verified by computing the payments in accord- 
ance with the records of the company and the tax laws and by 
vouching the entries through the books to the accounts. Some 
taxes are paid in advance, while others accrue. The auditor must 
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understand the purpose, nature and period of the tax and com- 
pute the expense, prepayment and accrual in accordance with 
the provisions of the law in each case. He must also see that the 
distribution of the taxes is correct among the manufacturing, 
selling and administrative divisions of the company. 

Insurance . — Insurance expense is most easily verified on the 
working sheet used for the computation of prepaid insurance. 
The auditor must examine the invoices rendered by the insur- 
ance company or its broker and vouch them through the jour- 
nals and the accounts as any expenditure is verified. Further, he 
must compute the amount of expense and the amount of pre- 
payment on each policy and verify his computations against 
those of the client. All policies must be examined, so that the 
client may be advised as to the advantages or disadvantages of 
the insurance carried. The auditor also must ascertain that the 
coverage carried is sufficient to protect the client against loss and 
at the same time is not so great that the client is incurring un- 
necessary expenses. In the event that policies are canceled, the 
return of any premium must be vouched to the bank. Certain 
types of insurance, such as inventory and workmen’s compensa- 
tion, wherein the premiums are based upon amounts of inven- 
tory or upon the payroll, may result in deferred charges or 
accrued expenses at any one time. The auditor must investigate 
such policies and determine the amount of the deferred charge 
or accrued expense, if they exist. The auditor must verify dis- 
tributions of insurance among the manufacturing, administra- 
tion and selling divisions of a business and over the various 
departments of each division. Coinsurance clauses must be 
investigated. Some companies carry an insurance register; if one 
exists, the pohcies and computations must be verified against the 
register data. In some cases, insurance policies are not on hand 
for examination, owing to existing liens on assets or because all 
policies are kept in some centralized distant point; in such cases, 
the auditor must rely upon the data supplied by the insurance 
broker. 

Bad Debts . — Bad debts expense normally is verified at the 
time of auditing the accounts receivable and the reserve for bad 
debts. The method used to create the reserve should be con- 
servative enough to provide for all possible losses. The reserve 
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for bad debts is audited by verifying all charges made to the 
reserve during the year and by verifying the credits arising from 
recoveries of accounts formerly charged off as uncollectible and 
from the creation of additional reserve at the end of the year. 
The amount added to the reserve at the end of each period is 
checked m conformity with the practice followed by the com- 
pany. The general ledger accounts should be verified to see 
that they are in agreement with the computations. All overdue 
accounts must be shown m the working papers, so that the ulti- 
mate disposal of all such accounts can be thoroughly verified. 

The auditor should see that the reserve at the beginning of 
the year conforms with that in his working papers of the pre- 
ceding year, so that he may reconcile the reserve and the bad 
debt expense for the year under review. All amounts recovered 
on accounts formerly written off must be completely verified. 
The auditor should list all such recoveries indicated by credits 
to the reserve and vouch the entries through the debit and credit 
side of the accounts receivable accounts and into the cash rec- 
ords and then into the bank, in order to prevent misappropria- 
tion of funds from customers whose accounts have been written 
off. When an account which has been written off is later col- 
lected, it should be reopened and the reserve credited, so that 
the account receivable clearly shows that collection was effected, 
such information may be valuable to the sales and credit depart- 
ments later on. All accounts written off during the accounting 
period should bear the approval of a responsible official who has 
reviewed the entire history of the account. This should be a 
requirement because (i) collection attempts may have been 
negligent, and (2) an account receivable could be written off as 
uncollectible and the receipt of cash from the collection diverted 
to incorrect channels. The subsidiary accounts receivable should 
be reviewed in some detail to determine that the accounts have 
been reopened in the event of collection, after charge-off, and 
to see that no accounts appear as reopened when equivalent cash 
debits cannot be found in the cash book. 

Some companies use reserves for bad debts, while others use 
the direct charge-off method. Under the latter plan, a reserve 
IS not used, and a charge to bad debts expense is made when an 
account receivable is judged to be uncollectible. Under this 
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method, recoveries should be credited to an income account. If 
the reserve method is used, the reserve may be created by taking 
a percentage of accounts receivable or sales or by aging the ac- 
counts; if the reserve method is not used, the company may 'wait 
until each account becomes uncollectible and then charge it off. 
The auditor should ascertain whether or not the client is attempt- 
ing to collect accounts that have been written off; the client 
should always be encouraged to try to collect unless there is 
positive evidence of uncollectibility. Notations of all collection 
attempts and the results attained should be written in the 
accounts, so that a complete history is given in one place. 

Legal Expense . — Invoices submitted by attorneys should be 
called for and verified against the amounts appearing in the legal 
expense accounts. Frequently at the close of a period, the final 
statement of the attorney has not been received; this fact must 
not be overlooked. Amounts spent for legal fees in defense of 
title to property, patent infringements and the patenting of 
products or processes may be capitalized in some instances. The 
auditor must watch carefully for outlays of this nature and make 
proper distinction between capital and revenue charges, and he 
should always ascertain that all doubtful items are charged to 
expense. An audit of legal expense often leads to the conclusion 
that liabilities may result because of the possibilities of suit 
losses. In such cases, the auditor must provide for the creation 
of contingent liabilities. 

Rent Expense . — Rent expense is verified by an examination 
of the lease or by inspection of the rent bills or receipts. The 
total rent for the period is vouched into the journals and the 
accounts, and the canceled cheques are examined. If portions of 
the premises are subleased, the sublease income may be ( i ) cred- 
ited to non-operating income or (2) credited to the Rent 
Expense account. Regardless of which method is used, the state- 
ment of profit and loss should show the gross rent expense and 
the subrent incomes separately; offset should not be used. 

Postage . — ^Usually the auditor will not concern himself 
greatly over postage expense. He should see that the client ob- 
tains a receipt when postage stamps are purchased, in order to 
be certain that the correct amount authorized is purchased, or 
he may ask the client to have someone verify each purchase as 
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It IS returned to the company. The stamps should be under the 
control of one person and should not be given out promiscu- 
ously to any employee demanding them. The auditor should 
make a rough check, if possible, to determine that the postage 
expense is reasonable in comparison with the normal volume of 
mail. The adoption of meters has done much to promote good 
practice with respect to postage. The auditor should investigate 
to determine that the client is mailing packages, circulars and 
other mail matter in a manner that permits of the cheapest possi- 
ble method under federal postal regulations. Clerks do not 
always follow instruction with respect to mailing, with the re- 
sult that in many instances a large amount of money is wasted. 

Advertising Expense . — Advertising expense is analyzed by 
examining the advertising agency contracts, if an agency is em- 
ployed. Copies of advertisements usually are retained, and these 
should be scanned. Invoices from agencies and magazines, news- 
papers and other outlets are examined and vouched to the books, 
the accounts and through the cash disbursements records. Ad- 
vertising should be compared with former years and the analysis 
interpreted in terms of the income-producing results of the 
advertising. 

Entertainment . — Entertainment expenses are difficult to 
audit. The auditor at least should ask for rough memorandums 
concerning the expenditures, and he should ask that a major 
executive approve the amounts. Some companies spend large 
amounts for entertainment; others spend nothing. The auditor 
must vouch the expenditure into the proper accounts and must, 
from inquiry and investigation, feel certain that the amounts 
designated for entertainment are not being diverted to the per- 
sonal enrichment of some employee or officer. Some companies 
allow flat sums per month for entertainment, and ail amounts 
over that sum must be met from the salesmen’s or other em- 
ployees’ personal funds. 

Traveling Expense . — Different companies demand reports 
varying in amount of detail for traveling expenses incurred by 
officers and employees. The auditor should review the traveling 
expense reports and note all obvious items that pad the report 
to fictitious sums; he should discuss these matters with the proper 
official. The expenses should be summarized and vouched to the 
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accounts. Usually, the auditor can easily detect overstated ex- 
pense reports, as certain items have the habit of reappearing with 
startling frequency. Naturally, the auditor has no right to 
demand that officers and responsible persons submit expense re- 
ports in minute detail. Such practice is desirable but might 
result in a person devoting most of his time to preparation of 
reports. Some companies do not watch traveling expenses closely 
enough, with the result that unnecessary sums are spent in this 
direction; a suggestion from the auditor to the proper official 
might cause a reduction of such expense. Other companies want 
their traveling representatives to travel in complete comfort and 
good style, for the effect upon customers. The auditor has no 
right to set himself up as a judge as to how a person should 
travel and live. He simply should see that the client is not being 
cheated. A great many companies allow employees a flat sum 
per week or month for traveling; if the employee saves part of 
this flat amount, it becomes his. 

Freight-Out. — Freight-out is a selling expense. The auditor 
must check the freight charges and vouch them through the 
accounts. Many auditors consider this unnecessary, bur shipping 
charge errors are numerous. If the client is the vendor, it fre- 
quently happens that shipments are made f.o.b. destination, with 
the understanding that the vendee will pay the freight and de- 
duct the amount of the payment from the remittance made to 
the vendor. The correctness of such deductions should be veri- 
fied, as in many cases the vendee deducts amounts in excess of 
the correct amount. The auditor can point out the loss of rev- 
enue in this direction, but the action from that point rests with 
the client; he may be cognizant of the excessive amounts being 
deducted and may be charging the customer enough to cover 
the self-liberalization of the customer; on the other hand, he may 
be faced with the problem of calling the customer’s attention to 
the matter and then losing the customer. If the vendor is cre- 
ating reserves for freight in accordance with the estimated 
amounts still to be deducted on the basis of the accounts receiv- 
able at the end of the period, the auditor must verify the com- 
putations. 

Future Business Expense . — ^Promotional work, advertising 
and exploitation expenses frequently are incurred in advance of 
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the period when sales will result from the outlays. This is a situ- 
ation commonly found in industries the products of which are 
of seasonal nature. If the company practice is to defer such ex- 
penses until the season or year of income, the items properly 
may be set up as deferred charges. The actual incurring of the 
expense must be verified by inspection of authorizations, vouch- 
ers, invoices and canceled cheques. As to the proportion of the 
expenses to be deferred, the auditor may rely to a reasonable ex- 
tent on the judgment of the client. In succeeding audits, he must 
analyze the accounts to see that the deferred amounts have been 
written off to expense. Deferring such items permanently must 
not be permitted, even though income did not result. 

Delivery Expenses. — Delivery assumes a multitude of forms 
and no attempt is made here to discuss the advantages and dis- 
advantages of the various systems or to analyze relative costs. 
Regardless of the method, the auditor must verify all expenses 
by examining invoices, wages, depreciation, repairs, replace- 
ments and additions and vouching all items into the accounts. 
Delivery expenses should be analyzed on a comparative basis in 
order to show comparative totals and to show variations in unit 
costs of dehvery from period to period. 

Losses and Gains upon the Disposition of Fixed Assets and 
Investments. — Loss and gains of this nature are audited by veri- 
fying the sales price in accordance with contracts, copies of in- 
voices, cash receipts records and bank records. The transactions 
are vouched to the accounts in all cases, and the auditor must be 
certain that the resultant profit or loss is correctly stated. In 
order to ascertain this, he must verify the carrying value of the 
asset at the time of disposition. The loss or gain from such trans- 
actions should be shown in the statement of profit and loss as 
nonoperating items. Direct charges and credits to surplus do 
not constitute good practice, as the loss or gain is thereby hidden. 

Consignment Goods Expense.~The contract with the con- 
signee should be read, and the auditor must determine that the 
expenses charged by the consignee are in accord with the con- 
tract. No profit should be taken up by the consignor or by the 
consignee until the goods are sold. If auditing for the consignor 
the auditor must see that all expenses have been entered and 
must vouch them completely in order to arrive at the correct 
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profit on the consignment sale. Account sales must be exam- 
ined, along with all supporting data. 

Sales Discount . — The auditor must become conversant with 
the terms of sale granted customers. Sales discounts granted cus- 
tomers should be verified when examining the cash receipts rec- 
ords of the company. Discounts on billings should be computed 
for correctness of amount and checked against the discount col- 
umn; the amount appearing in the discount column must not 
exceed the amount of the computation. The amount of the net 
cash receipt should be verified against the duplicate deposit slip 
to be certain that employees are not defrauding the company by 
overstating the sales discount and abstracting an equivalent sum 
from the cash receipts. Sales discount columns must be footed 
to determine that they are not overstated and the cash receipts 
understated; postings are vouched to the general ledger accounts. 
When differences from the customary credit terms appear, the 
auditor must investigate the discrepancies and have a responsible 
official approve the larger discount in order to protect the client 
against fradulent practices. 

Interest Expense . — ^Interest expense commonly is verified in 
connection with the audit of the notes payable, loans payable, 
mortgages payable and bonds payable. Interest rates must be 
verified in order to see that the interest expense result is not in 
error because of the application of an incorrect rate. Interest 
rates and interest dates may be verified when the liabilities are 
confirmed. The interest expense appearing in the records of the 
company is not complete evidence of its correctness, and the 
auditor must compute all calculations. The entries for interest 
are vouched through the books into the accounts. It should be 
ascertained through inspection of cash disbursement records and 
canceled cheques that interest is paid when due, in order to avoid 
penalties, if such exist, in connection with a loan. The auditor’s 
best procedure is to prepare a schedule of interest expense based 
upon interest-bearing liabilities covering the audit period. The 
interest expense is then verified for the period, not forgetting 
interest accruals and the amortization of prepaid interest expense. 

Branches . — The majority of branches are sales branches; 
some are production branches, and some are both sales and pro- 
duction branches. In some cases, the branches do not keep com- 



510 


Auditing 


plete accounting records but send periodic reports to the home 
office, where all accounting and other work is done. In other 
cases, branches do their own accounting work and carry their 
own accounts on their own books, in such cases, reciprocal ac- 
counts appear on the books of the branch and the home office, 
and the auditor may or may not audit the branches. If he does 
not, he must carefully scrutinize all branch accounts and state in 
his audit certificate that the branches were not audited. The 
branch items, consisting usually of cash, accounts receivable, 
notes receivable, inventories and current liabilities, should be dis- 
cussed with the proper officers when the branches are not visited, 
to be certain that good accounting pnnciple and technic are be- 
ing followed in the branches. When branch records are kept by 
the home office, the auditor follows the same procedure on the 
audit as he does for the home office records. A great many home 
offices bill merchandise to the branches either at retail or at a 
price in excess of cost, m order to keep the branch in ignorance 
of branch profits and losses. In such cases, care must be exer- 
cised to see that merchandise is evaluated at proper figures for 
balance sheet purposes. 

Petty Cash . — Petty cash funds frequently are handled in a 
most unsatisfactory manner and in many instances are the source 
of irreplar and unauthorized expenditures. The best method of 
operating a petty cash fund is by the imprest system, with each 
disbursement officially approved by some officer who does not 
have access to the fund. The approval should take the form of a 
voucher, used exclusively for petty cash. A petty cash book may 
or may not be used, but the approved voucher should be used 
in all cases. The auditor should investigate to determine that 
each petty cash disbursement is supported by a voucher, upon 
which is indicated the proper expense to be charged at reim- 
bursement time. The petty cash vouchers are then separated for 
their proper account charge classification, and if a book is used, 
it must be examined for correct classification of the disburse- 
ments. After the correct classification is verified, the voucher 
register is examined to see that the correct accounts are charged 
as the fund is replenished. At the time of reimbursement, the 
official who signs the reimbursement cheques should review and 
approve the petty cash vouchers, and they should be so stamped 
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at that time that they could not possibly be used again. The 
vouchers in the fund at the end of the period must be summar- 
ized and classified, in order to bring all expenses for the period 
into the accounts. The reimbursement cheques are examined 
and compared with the voucher register or expense book entry 
supporting the reimbursement to see that the amounts agree. 
The Petty Cash account is examined to determine that it is in 
conformity with the amount in the fund. At the end of the year, 
the petty cash to be shown in the balance sheet may be below 
the normal amount of the fund owing to the journalization of 
end-of-the-period petty cash vouchers and nonreplenishment of 
the fund; in this case, the amount of the replenishment will ap- 
pear among the vouchers payable. Petty cash disbursements 
must be watched to see that expenses are not charged when 
assets are purchased from the fund, to see that unusual items of 
purchase are understood and approved and to see that no em- 
ployee is financing himself through the medium of the fund. 
There should be a maximum limit set on the amount payable 
from the fund on any one transaction. Petty cash vouchers, once 
used, should be mutilated so that they cannot be used again. 
Some auditors ask an officer to review and approve the petty 
cash disbursement, thereby reheving the auditor of some respon- 
sibility. Petty cash vouchers are frequently too numerous to 
justify the examination of each one, unless the fund is subject 
to manipulation. In any event, the duty of the auditor is not to 
see that each voucher has been paid and entered but that the 
payment is for the benefit of the company and that expenditure 
classification is correct. The auditor should always call for all 
petty cash vouchers and petty cash books, regardless of the fact 
that he might not audit each voucher and each entry. 

General 

Procedure always will vary in each detailed audit. The 
auditor must be guided by the exigencies of each situation as it 
arises and comes to his attention. As stated earher in the book, 
exact rules of procedure cannot be laid down which will be 
apphcable to every audit. An auditor may in one instance exam- 
ine certain items in great detail, and in the very next audit the 
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same land of accounts may need only a quick scrutiny. The 
scope of the audit will vary to fit the needs of the particular 
case, as diagnosed by a review of the system of internal check 
in effect. In all circumstances, it is a combination of thorough 
knowledge of principles and procedure, sound judgment and an 
open mind that designates the successful auditor. 


QUESTIONS AND PROBLEMS 

1. In auditing the sales of the Moran Company, why might you 
wish to pay attention to shipping department records (a) dur- 
ing the audit period, (b) toward the close of the period and (a) 
after the close of the period^ 

2. The X Y Z Company sells for cash only, and all cash sales are 
rung on cash registers by the clerks making the sale. In a 
detailed audit of the company, how will you verify the cash 
sales^ 

3. Outline a plan for the verification of C. O. D. sales. 

4. The Basic Construction Company engages in the construction 
of large office buildings and apartments and justifiably takes up 
profits each year on all work in process of construction. As 
their auditor, how will you proceed to verify the accuracy of 
the profits included for partially finished jobs^ 

5. Assume that you suspect that a profit has been made by the 
Sponge Company upon the disposal of some machinery which 
had been a fixed asset. Your examination of the expense and 
income accounts does not reveal evidence of your suspicion. 
What might you do further to confirm or disaffirm your ideas^ 

6. You are auditing the Harbor Light and Power Company for 
the year ending December 31, 193A. Upon what grounds will 
you be justified in testing the income rather than auditing all 
income in detail.^ 

7. Your audit of the accounts of the local Community Chest indi- 
cates total subscriptions for the year of $2,500,000. What pro- 
cedure will you follow to verify the accuracy of this income 
figure? 

8 . How will you verify income from subscriptions for a magazine 

publishing company? ^ 

9. The Comfortable Furniture Company, newly organized, calls 

you in and asks you to outline three methods of taking up the 
profits arising from installment sales. Describe three possible 
methods and state the reserves that you will advise creating in 
each case. ^ 
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10. Describe the procedure you will follow in auditing dividend in- 
come received by the Charter Company for, the year 193 A, 
amounting to $56,000. 

1 1 . Why is it important, during an audit of sales, to check the sales 
against the perpetual inventory record, if one is kept? 

12. Describe your procedure in auditing purchase discounts for 
the Winned Company for the year 193 A. The discounts shown 
on the records stand at $10,000. Purchases amount to $800,000, 
all at uniform discounts of 2 per cent if paid within 10 days. 

13. What procedure will you follow in auditing sales returns? 

14. Describe an effective test for the general accuracy of the pur- 
chase records during a period, assuming that a perpetual inven- 
tory system is maintained. 

15. Name several common errors brought to light by an audit of 
purchases. 

16. During an audit of the X Company, you examined each pur- 
chase invoice, computed the extensions and footings, traced 
each invoice to the purchase record, examined the vouchers in 
payment of the invoices and compared them therewith, traced 
the vouchers to the cheque register and examined the canceled 
cheques. Should you have done anything further, or was your 
procedure adequate^ 

17. How should purchase returns be audited? 

18. In outline form, present your procedure for a complete pay 
roll audit. 

19. Company A pays its employees by cheque. Company B pays 
with cash. The companies are of similar size from the stand- 
point of the number of employees. In your audit of the pay 
roll of both companies, wherein is your procedure {a) the 
same, {b) different? 

20. In a detailed audit of expenses for the G Company, what pro- 
cedure will you ordinarily follow? 

21. You are called in by the Orlem Company, a new client, to 
audit the records for the year 193 A. You are asked for a 
certified balance sheet and statement of profit and loss. In- 
ventory records have been poorly kept, and in order to be 
certain of your profit and loss statement, the correct inventory 
at the beginning of the year is rather essential. Sales and pur- 
chases records are kept in good fashion. Describe the 
procedure that you will follow in order to be quite certain that 
your statement of profit and loss is correct. 

22. The treasurer of the Anders Company, a friend of yours, asks 
you to audit the books for 193 A. He states that you are to 
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do all work you consider necessary for the preparation of a 
balance sheet and a statement of profit and loss. On your first 
day of the audit, you decide to examine the cash receipts 
books, the voucher register, the cheque register and the ac- 
counts with the cashiers located in the central office, the 
C. O. D. office and the shipping office, where cash sales fre- 
quently are made. You make your plans known to the treas- 
urer, who immediately tells you that he examines all these 
items himself and that they are correct and that therefore you 
need not perform that phase of the work. What will you do^ 

23. In a detailed audit, are the duties of the auditor in any way 
affected by the system of internal check in operation in the 
company? 

24. You are auditing the books of the Round iManufacturing Com- 
pany. What documentary evidence of correctness and 
authorization will you consider as satisfactory m the following 
instances? 

{a) A new building purchased. 

(b) Salesmen’s commissions. 

(c) Factory wages. 

{d) Salaries of officers. 

{e) Raw material purchases. 

(/) Life insurance on the life of the president. 

25. In auditing the accounts of a taxi company, what specific items 
of expense and income will receive your greatest attention^ 

26 One of your clients has a contract with his sales manager 
whereby the sales manager receives, as compensation in addi- 
tion to his salary, i per cent of all profits over $100,000 each 
year. In what respects will your audit of sales, bad debts and 
selling expenses differ in a case of this nature from a case in 
which no profit-sharing agreement is m force? 

27. During an audit of the Leeman Company, you find that the 
reserve for bad debts has been charged with a total of $10,000 
during the year. How will you audit the charges? 

28. If you were asked to make a balance sheet audit for the Wat- 
son Company, with the stipulation that you were not to 
examine any of the expense and income accounts, what would 
you do? 

29. During your audit of the Munising Mining Company, you dis- 
cover that certain of the employees live in houses owned by 
the company. A deduction of $5.00 per week is made from the 
wages of this class of employee for rent. The wages are 
charged to the Pay Roll account net, that is, less the $5.00 per 
week rental. Is the procedure correct? 
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30. During your summer vacation spent in the North Woods 
Vacation Resort, which operated from June i to September i, 
you are asked to assist the management over some accounting 
difficulties. You discover that the resort property is depre- 
ciated one twelfth of the annual amount each month. Is the 
depreciation policy correct? 

31. In auditing commissions expense, you find that all salesmen are 
credited with full commissions at the time orders are brought 
into the factory. In your audit, of what will you be particu- 
larly careful? 

32. So far as your audit of traveling expense is concerned, what 
procedure will you follow for a company m which both sales- 
men and executives are traveling? 

33. Describe your procedure in auditing sales discounts for the 
Nedwin Company for the year 193 A. 

34. You are auditing the records of the Lcwelyn Company for the 
year 193 A. Sales are $5,000,000. Cash receipts for the year 
are $5,200,000, and cash disbursements are $4,750,000. Petty 
cash disbursements for the year are $350. The petty cash is 
operated under the imprest system, with the office manager 
approving all vouchers before they are paid, he also totals the 
disbursements and checks over the distribution at each reim- 
bursement date. In what detail will you audit the petty cash 
disbursements? 

35. In a detailed audit for a company having an excellent system 
of internal check over cash receipts and cash disbursements, 
to what extent will you verify each cash receipt and each cash 
disbursement^ 

36. In a detailed audit, outline your procedure for (a) cash re- 
ceipts, (b) cash disbursements. 

37. What advantages are derived from a detailed audit^ 

38. What are the differences between the procedure involved in 
auditing the expense and income accounts in (a) a balance 
sheet audit, (b) a detailed audits 

39. A large manufacturer has several manufacturing and selling 
branches. AU bills are rendered by the home office, and all 
collections for products sold are made by the home office. In 
your audit of the company, you are not to visit the branches. 
What procedure will you follow in verifying the sales and the 
expenses of the various branches^ 

40. In a detailed audit of the Alba Company, the auditor per- 
formed the following work in connection with the expense 
and income accounts: (a) examined all documents and vouch- 
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ers, such as sales, purchases, expense vouchers, memos, canceled 
cheques, and so on; {b) vouched each to the books of original 
entry and to the accounts; {c) verified the footings of all 
special column journals and vouched each posting to the ac- 
counts; {d) footed all accounts in the general and subsidiary 
ledgers; (e) verified all adjusting entries and vouched them, 
making all computations for accruals and deferrals; (/) exam- 
ined all asset and liability accounts to see if any of them might 
hold possibilities for unrecorded incomes and expenses. His 
examination of all asset, liability and net worth accounts was 
correctly done. Did the auditor omit anything^ 



Chapter XXIII 
PRACTICE PROBLEM 

THE CINCINNATI MANUFACTURING COMPANY 

PREFACE 

This problem is arranged and designed to give practice in the performance 
of a balance sheet audit. The problem is broken up mto assignments, so that 
the instructor may use his own judgment as to frequency and number of 
assignments. The work is designed to cover a full year’s course in Auditing, 
and should be given to the student so that his audit will be completed at 
the end of the Audiung course. The better procedure, in general, is to have 
the lectures by the instructor precede the performance of the audit by the 
student. Questions and problems should also be assigned to the student, in 
addition to this long problem. 

GENERAL INSTRUCTIONS TO THE STUDENT 

In this problem, you are at all times considered the auditor. Specific 
instructions appear in connection with each assignment, so that only a few 
general instructions are given here. 

1. On each work sheet, describe fully the procedure you followed in 
connection with the audit. 

2. Prepare leading schedules for all items. This is not mentioned in each 
assignment. 

3. Prepare subsidiary schedules for all items. This is not mentioned in 
each assignment. 

4. All adjusting entries should be made in three places: 

a. On the working schedules 

b. On the working papers for “Adjustments” 

c. On the working trii balances 

ASSIGNMENT 1 

THE CINCINNATI MANUFACTURING COMPANY 

^ The Cincinnati Manufacturing Company was incorporated in the state of 
Ohio, January 21, 1901. Your firm has served as the auditors of the company 
since January i, 1920. The fiscal year of the company is the calendar year. 
You have always made a balance sheet audit of the company, together with 
detailed verifications of all transactions for two selected months of the year. 
For the current year just ended, you chose the months of March and 
December. Your understanding with the client is that the books of the com- 
pany wifi be closed before you begin the audit. In order to save time, how- 
ever, it is your practice to count the cash and to seal aU negotiable securities 
before the opening of business on January 2 of each year. At the completion 
of your audit you are to certify to the balance sheet and the statement of 
profit and loss and you are to submit a report on the audit. The audit is 
completed March 14, 1939. 
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The trial balances, after adjusting and closing, are given below for 
December 31, 1937 and December 31, 1938. Place the trial balances on a sheet 
of 12-column working paper, so that you will have working trial balances 
of the real accounts and of the nominal accounts. Devise your own indexing 
system for your working papers. 

THE CINCINNATI MANUFACTURING COMPANY 

Trial Balance After Closing for the Years Ending 
December 31, 1937 and 1938 


Acct 

No. 

Ai 

A 2 

A3 

A4 

AVx 

As 

A 6 

A 7 

A 8 

Ag 

Aio 

All 

A 12 

AV2 

AV ^3 

A28 

AV4 

Aag 

AVs 

A30 

AV6 

As I 

As I 

AS 3 

A76 

AV7 

A77 

Lioi 

L102 

L103 

L104 

bios 

L106 

L107 

Lu6 

L126 

NW201 

NW202 

NW203 

NW204 

NW20S 

Rsoi 


Accounts 

Provident Bank $ 

Petty Cash 

Accounts Receivable, City 
Accounts Receivable, Sales 

Agents 

Reserve for Bad Debts. 

Notes Receivable 

Officer & Employee Notes 

Receivable 

Accrued Interest Receivable 
Inventory, Raw Material . 
Inventory, Work in Process 
Inventory, Finished Goods 
Bond Investments, Market- 
able 

Misc Marketable Invest- 
ments 

Investment in Cairo Co . . . 
Invest in Buckeye Co ... . 
Sinking Fund Trustee . . 

Office Furniture & Fixtuies 
Re‘=erve for Depreciation of 
Office Furniture & Fix . . 

Display Equipment 

Reserve for Depreciation of 
Display Equipment . 
Delivery Equipment .... 
Reserve for Depreciation of 
Delivery Equipment .... 

Factory Equipment 

Reserve for Depreciation of 

Factory Equipment 

Buildings .... 

Reserve for Depreciation of 

Buildings 

Land 

Prepaid Interest 

Prepaid Insurance .... 
Prepaid Liability Insurance. 
Patents on Display Equip- 
ment 

Reserve for Depreciation of 

Patents 

Goodwill 

Vouchers Payable 

Credit Balances, Accounts 

Receivable 

Notes Payable, Bank 

Notes Payable, Trade... . 
Accrued Interest on Notes 

Payable 

Accrued Interest on Bonds 

Payable 

Accrued Taxes Payable. . . . 
Prepaid Interest on Notes 
Receiveable ............ 

Bonds Payable 

Preferred Stock, 6% 

Common Stock 

Reserve for Sinking Fund. 
Reserve for Contingencies. 

Surplus 

Prom and Loss (See P & L.) 


Per Audit 
December 31, 1937 
Dr. Cr 


Per Books 
December 31, 193S 


Dr 


Cr 


36,246 00 
1,000 00 
12,418 00 

$ 

41,940 38 
1,000.00 
7,673 00 


17,826 00 

S,8oo' 00 

$ 1,743 00 

33 , 533 ' 00 

28,700 00 

$ 2,100 00 

Soo.oo 
210.19 
174,838.15 
28,148 60 
101,678.3s 


180,204 30 
26,052 00 
92,045 20 


19,000 00 


24,20a 00 


172,000.00 
50,000 00 
185,000 00 
138,237 10 
5,839 00 


154.000 00 
50,000 00 

185.000 00 
145,263 76 

6,374 00 


4,200 00 

2,526.50 

4,600 00 

3,482 60 

59,700 00 

1,680 00 

64,800 00 

2,500 00 

210,465 00 

24,850 00 

218,940 00 

41,050 00 

374,920 00 

94,320 00 

475,420 00 

1 12,114 00 

80,800 00 

4,935 36 
574 00 

74,984 00 

80,800 00 
1,200 00 
5,103, 09 
669 uo 

82,649 07 

5,790 00 


9,790 00 


75,000 00 

2,299 00 

46,024 70 

75 , 000.00 

3,278.00 

36,489 20 


59,850 00 


20,000 00 
31,500 00 


147.29 


253 73 


6,000 00 
18,978,50 


6,000 00 
25,944 50 


200.000 00 
100,000.00 

625.000 00 
138,237.10 
45,000 00 

270,100.79 

56,38487 


60 00 
200,000.00 

100.000 00 

625.000 00 
138,237.10 

00,000 00 
255,196 04 
166,453 49 

iZ98jI25 75 $1,768,125.75 $1,912,307 73 

$1,912,307.73 



Practice Problem 


519 


Accx. 

No. 


R201 

R202 

R203 

R204 

R20S 

R206 

AS 


A9 

Aio 

E301 

E302 


E303 

E304 

E30S 

E306 

E307 

E30S 

E309 

E310 

E311 

E312 

■E313 


E314 

E351 

£352 

E3S3 

E354 

E35S 

E356 

^357 

E3S8 

E3S9 

E360 

E361 

E401 

E402 

E403 

E404 

E405 

E406 


E407 
E408 
£45 1 
E452 
E4S3 
R501 


Profit and Loss Accounts, Closed to Profit and Loss 
THE CINCINNATI MANUFACTURING COMPANY 
Trial Balance After Closing for the Years Ending 
December 31, 1937 and 1938 



PSR Audit 

Per Books 


December 31, 1937 

December 31, 1938 

Accounts 

Dr. Or. 

Dr Cr. 

Sales 

$1,746,114 00 

$2,105,107 43 

Sales Returns $ 

3,109,00 

$ 5,102 86 

Dividends Received 

26,962 80 

27,897.50 

Purchase Discount 

13,077 24 

20,612 60 

Interest Income 

i,iS5 00 

1,237 SO 

Miscellaneous Income 

310 00 

420 00 

Inventory, Raw Material... 

183,691 40 174,838.1s 

174,83815 180,20430 

Inventory, Work m Process 

24,09s SO 28,148 60 

28,148 60 26,052 00 

Inventory, Finished Goods. . 

80,46800 101,67835 

101,678.3s 92,04s 20 

Purchases, Raw Material . . . 
Purchase Returns, Raw 

1,100,846 52 

1,249,898 50 

Material 

8,362 20 

10,116 25 

Carton Cost 

i 3 S »368 24 

149,956 32 

Direct Labor 

113,472 50 

132,5,00 00 

Indirect Labor 

43,790 40 

49,681 90 

Heat, Light, Power 

12,882 00 

12,328 48 

Factory Superintendent . . 

10,140 00 

10,320 00 

Maintenance ... 

7,428 16 

6,974 13 

Factory Insurance , . . 

2,124 55 

2,519 00 

Employers’ Liability Insuiance 

2,394 00 

2,286 00 

Factory Taxes . 

12,328 70 

15,462 80 

Factory Supplies ... . 
Depreciation on Factory 

1,650.42 

1,787 00 

Equipment 

21,046.50 

21,894 00 

Depreciation on Buildings . 
Sales Salaries 

7,498.40 

7,665 07 

66,482 00 

68,879 00 

Advertising 

6,358 40 

5,426.50 

Sample Expense 

Delivery "Wages .... 

3,492.10 

30,828 42 

3,229 46 

32,728 04 

Gas and Oil 

8,220.17 

8,496 96 

Truck Repairs 

1,680 90 

1,746.10 

Automobile Taxes 

D^reciation on Delivery 

Equipment 

Depreciation on Display 

989 70 

1,234 00 

12,300.00 

16,200 00 

Equipment 

840 00 

920 00 

Traveling Expense 

4,482.51 

4,131.18 

Miscellaneous Selling Expense 

i, 6 S 4 80 

1,810 00 

Executive and Office Salaries 

103,850 00 

134,782 00 

Bad Debts Expense 

456.00 

793 00 

Stationery and Postage. 

1,246.18 

1,014 80 

General Expense and Taxes. . 

827 41 

936 41 

General Insurance Expense . 
Depreciation on Office Furni- 

111.98 

122 19 

niture and Fixtures . . ... 

875-85 

956 10 

Legal and Auditing Expense. 

5,350 00 

5,900 00 

Franchise Tax, Exchange, etc. 
Sales Discount 

1,214 16 

1,472 50 

18,242 20 

20,448 16 

Interest on Notes 

424 40 

971 73 

Interest on Bonds 

12,000.00 

12,000 00 

Profit and Loss... 

56,38487 

166,453 49 


$2, 1 00', 646.34 $2,100,646 $2,463,692 78 $2,463,692 78 


Miscellaneous Information 

General 

The following miscellaneous data are submitted for your consideration. 
Normally, the auditor will obtain this information from four sources: (a) The 
minute book of the Board of Directors of the corporation; (b) conversation 
with the principal ofEcers; (c) the accounts and records of the corporation; 
(d) the practices of the accounting firm. In a problem it is necessary to submit 
these data, of course, as the student otherwise cannot obtain them. Most of 
the data need be obtained only once, at the beginning of the initial audit; 
it is retained in the files of the auditor for future reference by the repeating 
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auditor and by the new auditors for the same firm. This information is kept 
in current condition. 

You, as auditor, will prepare a work sheet, titled “Miscellaneous Informa- 
tion,” which will contain such extracts from the following material of Assign- 
ment I and all future assignments, as you consider necessary for inclusion. 

Audit 

The audit is made by Robert M Edwards, of Arlington and Deekin, 
Certified Public Accountants, University Building, Cincinnati, Ohio. The 
audit proper started March i, 1939 and was finished March 15, 1939. John 
Fruhrnan and William McCluie arc the assistants. 

A balance sheet audit is to be made for the year ending December 31, 
1938, together with a detailed audit for the months of March and Decem- 
ber, 1938. 

Submit the audit report to Mi. Geoige Hart, President of the Cincinnati 
Manufacturing Company. 

Factoiy and Office 

The factory and general offices of the company are located at Tenth 
and Victory Streets, Cincinnati, Ohio. 


Fersomiel 

The officers of the Cincinnati Manufacturing Company are 

President, George Hart. 

Vice President and General Aianager, Allison Romer. 

Secretary-Treasurer, Montgomery Caim. 

Sales Manager, Charles Amman. 

Office Manager, Francis Willsee. 

Chief Accountant, Thomas Warren. 

Factory Manager, Gregory Chatfield. 

General Bookkeeper, Jerome Gamble. 

Cost Accountant, John Zemon. 

The factory normally employs about 125 people; the office normally 
employs 25 people, there are 25 salesmen workmg directly from the home 
office; and there are 15 truck drivers at the present time. 

Production and Sales 

The products are. Crackers, cakes, cookies. All manufacturing is done 
by the company. Each product has its own individual trade name. Sales 
are made directly to retail grocers, delicatessens, hotels, restaurants, and to 
selling agencies established in various cities within a radius of approximately 
300 miles of Cincinnati. The sales agencies handle the products of The 
Cincinnati Manufacturing Company, exclusively. The agents receive mer- 
chandise in advance of sale so that they can supply their customers quickly. 
All sales to the agencies are at resale price, less 22%. 

A small amount of newspaper advertising is taken, together with a small 
amount in local magazines. Most of the advertising follows the lines of sales 
f^omotional work in the form of dealer displays and sample demonstrations in 
the retail stores, which are given by the salesmen. This latter service is also 
supplied to the customers of the sales agents. 
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Financial 

The Cincinnati Manufacturing Company was incorporated under the laws 
of Ohio, January 21, 1901, with authorized capital stock as follows: 

1,000 shares of 6% Cumulative Preferred Stock, par $100.00 per share, 
and 30,000 shares of Common Stock, par $25.00 per share. The normal divi- 
dend on the Common is $i 50 per share per year. All of the preferred stock 
IS issued and outstanding; 25,000 shares of the common are issued and out- 
standing. The corporation resulted from a partnership organized October 
22, 1875. 

A bond issue of $200,000.00 of 30-year, first mortgage, 6% bonds is 
outstandmg. The bonds were issued June 30, 1916, and are to mature June 30, 
1946. A sinking fund is established for the retirement of the bonds. Bond 
interest is payable July i and January i. 

The company owns an interest in the Cairo Company, which manu- 
factures all cartons and caddies used by The Cincinnati Manufacturing 
Company. Before acquiring the Cairo Company, The Cincinnati Manufactur- 
mg Company bought its cartons from various sources. 

The company also owns a 100% interest in the Buckeye Company, of 
Columbus, Ohio, a subsidiary company manufacturing the same products as 
The Cincinnati Manufacmring Company. 

Minutes of the Board of Directors 

Early in the audit, you requested the minute book of the Board of 
Directors and Stockholders of the corporation. The president willingly gave 
you the book, from which you copied the following information, all of 
which you thought would bear upon the audit and would be of material 
assistance during the course of the audit. 

January 2, ips8 

Resolution adopted authorizing the President to buy for the company, as 
an investment, five (5) bonds of The Cmcinnati Gas and Electric Company, 
3!4 ’s of 1966, at the market. 

Resolution adopted declaring regular quarterly dividends of one and 
one-half (1^/2%) per cent on 1,000 shares of preferred stock, and thirty-seven 
and one-half cents (0.375) share on the 25,000 shares of common stock 
outstanding, payable January 15, 1938 to stockholders of record as of January 
10, 1938. 

Resolution adopted authorizing the President to sell 2000 shares of Standard 
Brands at the market. The stock was purchased in 1935 at $9.00 per share 
and was sold January 3, 1938 at cost. 

February 6, 

Nothing transacted to affect the audit. 

March 6, 2^38 

Resolution adopted authorizing the President and the Factory Manager 
to buy a new mixer, at a price not to exceed $3,500.00. 

Resolution adopted authorizing the scrapping and disposing of mixer 
#124, which cost $5,100.00 new. 


April 3, 2338 

Resolution adopted authorizing the President and the Factory Manager to 
buy two (2) new mixers, at a total price not to exceed $12,000.00. 
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Resolution adopted declaring regular quarterly dividends of one and one- 
half per cent on i,ooo shares of preferred stock, and thirty -seven and 

one-half cents (0.375) per share on the 25,000 shares of common stock out- 
standing, payable April 15, 1938 to stockholders of record as of April 10, 1938. 

May i, 19^8 

Nothing transacted to affect the audit. 

]u 7 ie 5, 

Nothing tiansacted to affect the audit. 

]uly s, ips8 

Resolution adopted declaring regular quarterly dividends of one and 
one-half per cent (1^2%) on i,ooo shares of preferred stock, and thirty -seven 
and one-half cents (o 375) per share on the 25,000 shares of common stock 
outstanding, payable July 15, 1938 to stockholders of record as of July 10, 1938 

Resolution adopted authorizing the Treasurer to borrow $20,000.00 from 
the First National Bank, on August i, 1938, for one year. 

Resolution adopted authorizing the President to sign a contract with Holt 
and Company, for the construction of a new building at a total cost of 
$100,000.00. Payment is to be made; 20% at the time of signing the contract, 
20% one month later, 20% a second month later, and 40% upon completion. 

Augmt 7, 

Nothing transacted to affect the audit. 

September 4^ ip^8 

Resolution adopted authorizing the President to purchase one new de- 
livery truck at a cost not to exceed $3,500.00. 

Resolution adopted authorizing Holt and Company to build an addition 
to the garage at a cost of $2,000.00, payment to be made upon completion of 
the structure. 

October 2^ 

Resolution adopted declaring regular quarterly dividends of one and one- 
half per cent (i% 14 ) on 1,000 shares of preferred stock, and thirty-seven and 
one-half cents (0.375) share on the 25,000 shares of common stock out- 
standing, payable October 15, 1938 to stockholders of record as of October 
10, 1938. 

November 6, 

Resolution adopted authorizing the President to enter into a contract 
with the Wholegood Distributing Company, of Atlanta, Georgia, whereby The 
Cincinnati Manufacturing Company will bake all crackers and cakes sold by 
the Wholegood Cake Company, for a period of one year, starting January i, 
1939. The contract is renewable annually upon the agreement of both parties! 
(See contract for prices, territorial rights, etc.) ^ 

December 4, ig^B 

Resolution adopted calling a meeting of stockholders for January 8, 1939 
for the purpose of ratifying issuance of 5,000 shares of common stock at the 
market, and for the purpose of electing officers. 

Resoli^on adopted authorizing the President to enter into contract with 
Holt and Company for the construction of a Cost Office in old budding at 
a cost not to exceed $500.00, payment to be made upon completion of the 
improvement. ^ 

Resolution lost to write up the land to present appraised value. 



Practice Problem 


523 


ASSIGNMENT 2 
Petty Cash and Cash 

PART A. PETTY CASH 

Early in the morning of January 2, 1939, the auditor counts the petty 
cash fund, in the presence of the cashier. The petty cash fund is operated 
under the imprest system; all expenditures must be recorded on a regularly 
used petty cash voucher, approved by the office manager and the cashier, and 
signed by the recipient of the money. The petty cash fund is reimbursed when 
necessary. The Petty Cash ledger account shows a balance of $1,000.00. The 
composition of the fund is as follows: 

Bills $20.00 — ii; $10.00 — 10; $5.00 — 19; $100 — 22. 

Coins. $0.50 — I roll, 8 loose; $ 25 — i roll, 19 loose; $.10 — i roll, 44 loose, 
$.05 — 2 rolls, 7 loose; $.01 — 2 rolls. 

Cheques in the drawer are; 

Name of Maker Bank Date Explanation Amount 

Albert Visior First National 12/29/38 Accommodation, Visitor $100.00 

The fund was reimbursed December 15, 1938. The following vouchers 


were in 

the drawer: 




V. No. 

Date 

Paid to 

Explanation 

Amount 

D 2841 

Dec. 16, 1938 

Harris Tire Co. Truck Repairs 

$ 60.00 

D 2842 

Dec. 18, 1938 

G. Chatfield 

3o~Day Note of G. Chatfield, 0% 

100 00 

D 2843 

Dec. 22, 1938 

Cin’ti Enquirer Advertisement 

75.00 

D 2844 

Dec. 28, 1938 

J. H. Bay Co. 

Machinery Repairs 

3500 

D 2845 

Dec. 31, 1938 

Brunhoff Co. 

Sample Case 

150.00 

Total 



$420.00 


The auditor examined the vouchers for the remainder of December and 
for March, and after vouching the distribution of the vouchers into the 
Voucher Register, he found the following errors* 

V No Date Paid to Charge to Account Explanation Amount 

D 245 Mar. 8, 1938 J. H. Bay Co. Factory Equip. Cracker Mach Repr. $30.00 
D 280 Mar. 24, 1938 Harris Tire Co. Heat, Light, Gas & Oil, Salesmen 65.00 

Power 

D 2803 Dec. 2, 1938 Holt & Co. Buildings Roof Repaired 55 00 

$150.00 


Requirements 

(a) Prepare working papers, with proper headings, for the petty cash 
data. 

(b) Prepare any necessary adjusting entries for the petty cash. 

(c) Make all pertinent comments on the working papers. 

ALL ADJUSTING ENTRIES (iN THE FUTURE ALSO) SHOULD BE MADE: 

(a) On the working papers where the injormation to he adjusted is 
found. 

(b) On the working papers for Adjustments.^^ 

(c) On the working trial balance papers. 
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PART B. CASH IN BANK 

The cash balance, per books, is given in the trial balance The balance 
in the Provident Bank, according to the bank certificate you have mst o 
from the bank is $39,686.60 — at the close of December 31, 1938. fee equ 
outstanding on December 31, 1938, are. 


Number 
AA 1,208 
AA 1,725 
AA 67,221 
AA 68,329 
AA 74,928 


Payee 

Date 

OF Cheque 

Amount 

James Klirk 

Apr. 

2 , 1933 

f 33-00 

Wilbur Callum 

June 

13. 1934 

27.00 

Milwaukee Baking Co 

Dec. 

17, 1938 

1,630.00 

Korb Milling Co 

Dec. 

26, 1938 

500.00 

Cairo Co 

Dec. 

29, 1938 

2,100.00 



$4,290.00 


Cheques AA 1,208 and AA 1,725 have been outstanding for ^e years 
and four years, respectively. As auditor, you write them on. Exchange 
charges deducted by the bank, to the extent of $3.00, have not been deducted 
by the company. Interest allowed by the bank in December amounts to 
$3340 and is not reflected in the December cash book. The deposit of 
December 31, 1938 listed below with the December and January deposit ticket 
totals IS reflected in the December cash book but was not received by me 
bank until January, 1939, and thus has not been credited on the December 
bank statement. 

The reconciliation data as of November 30, 1938 is as follows- 


Balance per bank statement 11/30/38 • l 39 »^ 5‘^-34 

Balance per books 11/30/38 ... • 33,286.40 

Difference • $ 

Difference accounted for: 

Cheques outstanding 11/30/38 $ ^5337-7^ 

Interest allowed for bank balance 3 ^*^^ 

$ 6,369.94 


The following is a summary of cash receipts and disbursements accord- 
ing to the books for December, 1938- 


Receipts (all deposited) $250,324.70 

Disbursements . . . 241,702.88 


The following is a summary of the cheques returned by the bank in 
December, 1938. 

AA 66,5 19 to AA 67,220 inclusive $146,216.20 

AA 67,2 2 2 to AA 68,3 28 inclusive 74,3 2 1 .06 

A A 68,330 to AA 74,927 inclusive 23,213.40 

$243,750.66 


Cheque #67,216 for $10,462.00 and cheque #74,914 for $11,245.00 were 
issued to Payroll account on the 15th and 30th of December, respectively. 
The two cheques had been deposited to the Payroll account and returned 
by the bank properly canceled. 

The deposits for the last five days of December, 1938 and for the first 
five business days of January, 1939 are as follows and are confirmed in detail. 
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Place a statement on your working papers, describing the procedure you will 
follow for such detailed confirmation. 

Deposits: 

December 27, 1938 
28, 

29 » 

30, 

3 ^ 

January 2, 1939 
3 > 

4 » 

6 , 


$6,432.25 

5,274.62 

5,847.50 

5 > 332*64 

6,574.18 

4,256.97 

6,542.36 

5,432.76 

5,674.30 

5,276.40 


Requirements 

(a) Prepare working papers, with proper headings, for the reconcilia- 
tion of the bank account. 

(b) Make all pertinent comments on the working papers. 

(c) Prepare necessary adjusting entries for the cash in the Provident 
Bank. 

(d) Obtain Standard Bank Confirmation form from the American Insti- 
tute Publishing Company, or draft your confirmation letter to the 
bank and draft the bank certificates. Also draft your letter request- 
ing confirmation of the detail of the duplicate deposit tickets and 
the date such deposits were credited by the bank. 

Note to Instructor* The instructor can obtain standard forms in quan- 
tity to meet the requirements of the class and thus eliminate delay among 
students in obtaining forms. 

PART C. PAYROLL BANK ACCOUNT 

Payroll cheques are issued on a Payroll account each pay period. One 
cheque is then issued on the general bank account, payable to Payroll account 
for the total amount of the payroll. When all of the payroll cheques are 
cleared the payroll bank account is automatically closed as the amount de- 
posited is only sufficient to take care of the payroll cheques issued. 

All employees are paid twice each month. Salaries are paid on the 15th 
and 30th of each month for all pay due up to the 15th and the last of the 
month. All payrolls are paid through the same Payroll account. 

During the course of the audit of the Payroll account the following 
information was obtained and verified. 

Fay roll Bank Account Reconciliation at November 50, 


Balance per 11/30 bank statement $7,426.50 

Less: Outstanding payroll cheques 7,426.50 

Balance per books at 11/30 0 


Payroll Bank Balance at December 57, $ 963 40 

Cheques Issued on Payroll Account in December per Payrolls Footed: 

12/15 Payroll $10,462.00 

12/30 Payroll 11,245.00 

Total Payroll Cheques Issued in December $21,707.00 
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Payroll Cheques Outstmding 12/si/s^ 

#11,048 Henry Porter 5 

John Jones 57*^° 

11,062 Henry Parker ^^*93 

11,071 John Wills ^3-^7 

11,073 Parker Owens 57 94 

11.076 George Dearth 55-^^ 

11.077 Wm. Jackson 7^5^ 

11.078 Harry McKean ^5-^^ 

11.079 Jack Forbes 53-82 

11.080 Perry White 58-90 

n,o8i Willis Coffman <^2.40 

11,087 Whitley Pence 78.90 

11,089 John Young <^7-54 

11.096 Wm. Black <^8.75 

11.097 Richard McQueen 54-8o 

11,099 Terry Brown _ilfZ 


$9^3-40 


All of the payroll cheques outstanding at December 31 were returned 
with the January, 1939 Cut-Off Bank Statement direct to the auditors. No 
irregularities were noted. Internal check on payrolls was considered to be 
acceptable. 

Requirements 

1. Set up necessary working papers for verification of the payroll ac- 
count as of 12/31/38. Include the reconciliation of the payroll bank 
account. 

2. Explain the procedure followed in the verification of the payroll 
account. 


ASSIGNMENT 3 
PART A 

Accounts Receivable — City and Sales Agents 

The accompanying trial balances for City Accounts Receivable subsidiary 
ledger and for Sales Agents Accounts Receivable subsidiary ledger are sub- 
mitted to the auditor, by the client. Both trial balances are as of December 
31, 1938. 

. The trial balances of the subsidiaries are in agreement with the control- 
ling accounts. Letters were sent to the sales agents, asking them to confirm 
the amounts owed The Cincinnati Manufacturing Company, as of December 
31, 1938. The letters asking for confirmation requested an analysis of the sales 
agent’s account for December, 1938, in the event that the records of the 
agent did not agree with the amount mentioned as the balance in the con- 
firmation letter. 

Requirements 

(a) Prepare working papers for both the City Accounts Receivable and 
the Sales Agents Accounts Receivable that are in any way questionable in 
your mind, after you have studied and analyzed the data. It is not necessary 
to list all accounts receivable in your work papers, as the client has submitted 
an accounts receivable trial balance. The headmgs for your working papers 
are indicated in the illustrative work papers of the text. 

(b) Make all pertinent comments on the working papers. 

(c) After aniyzing the accounts and preparing your working papers, 
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prepare the necessary adjustments. The adjustments for City Accounts Re- 
ceivable and for Sales Agents Accounts Receivable will be kept separate. 

Make use of the following legend. 

Legend Explanation 

A Bad accounts to be written off to the Reserve for Bad 
Debts- 

B Doubtful accounts to be provided for in the Reserve 
for Bad Debts. 

C Remittance received in 1939. 

D Credits for returns and allowances, in 1939, applicable 
to December 31, 1938 accounts. 

When the confirmation letters are received, you note the following. 

Earl Applegate, Bluefield, West Virginia, submits a copy of a letter and 
a credit memorandum which he received from the Cincinnati Manufacturing 
Company, which granted him an allowance of I70.00 for broken merchandise, 
caused by faulty paclong. 

Chester Held, Raleigh, North Carolina, returned $47.00 of merchandise 
on November i, 1938. His account has not been credited 


THE CINCINNATI MANUFACTURING COMPANY 

City Accounts Receivable Trial Balance as of December 31, 1938 


Name 

Albeit Grocery Store 

Ace Delicatessen 
Anthony Stores 
Banks Hotel 

Barrow and Barrow 
Beagle Brothers 
Cincinnati Grocery Co 
Count Grocery 
Davis Grocery 

Daxon Brothers 
Deems Delicatessen 
Doyer Meat Market 
Drake and Drake 
Eaton Brothers 
Empress Shop 
English Grocery Co. 
Findlay Grocery Store 
Gamer Delicatessen 
Garvey Stores 
Hadley Market 
Ibold and Iber 
Highland Brothers 
Jergens Grocery 
Kay Grocery Co, 
Kumpf Restaurant 
Lee Hotel 
Mack Meat Market 
Morgan Hotel 
Murphy Grocery 
Nash Restaurant 
Osborn & Oshom 
Peacock Products 
Puritan Restaurant 
Riddle Markets 
Sheridan Hotel 
Tuttle Grocery 
Tyson Shop 
Union Hotel 
Vanity Grocery 
Waldon Brothers 
Weber Grocery 
Wright Restaurant 
Wudder Grocery 


Address 

3500 Reading Rd 

217 Warren St 
106 Sinton St 
1010 Fourth St 

3324 Ninth St 
3718 Rose Ave 
621 Gest St 
9270 Bramble Ave 
1702 Garden Rd 

3628 Michigan Rd 
6419 Martin St 
2281 Bogen Sl 
29 Daniels St 
2269 Ohio Ave 
3230 Eastern Ave 
221 Carroll St 
319 Summitt St 
1419 Burns St 
16 Covington Dr 
490 Glen way Ave. 

1 1 1 1 Erie Ave. 

327 Bellevue St. 

976 Madison Rd 
2003 Maple St. 

1825 Rockdale Ave. 
3840 Burnett Ave 
4625 Eden Ave. 

12 Cornell St 
3942 Hemlock St 
2215 Monroe St 
210 Central Ave 
2920 Woodburn Ave. 
731 Oak St, 

2222 Jefferson Ave. 
316 Ludlow Ave 
529 Liberty St. 

321 Forest Ave. 

23,2 Howell St 
3300 Perkins St. 

2800 Harrison Ave 
5900 Belmont Ave. 
3608 Hamilton Ave. 
4960 North Bend 


Date 

Debit Credit Remarks 

11/ 3/38 • 

-$438 $902 00 

Pd $438 

12/ 8/38- 

- 464 

1/15/39 

12/20/38 

97 00 

Pd 2/3/39 

6/ 4/38 

1 50.00 

Doubtful 

12/1 r/38 

460 00 

Pd $400 



1 / 9/39 

12/16/38 


$16 00 

11/11/38 

12 00 


12/20/38 

128 00 

Pd 2/2/39 

Tl/28/38 

62.00 

Ret $12 00 

10/28/38 

249 00 

Pd. $100 



2/1/39 

11/14/38 


22 00 

11/13/38 

37.00 


I2/IS/38 

64.00 


12/17/38 

46.00 

Pd i/iS/39 

1/27/38 

I 3 S -00 

Uncollectible 

12/ 2/38 

312.00 

Pd. 1/2/39 

9/30/38 

13.00 


8/20/38 

80-00 

Pjd. 1/5/39 

12/ 2/38 

197-00 

Ret $24 00 

12/14/38 

1 , 345-00 

Pd 1/13/39 

12/ 1/38 

18.00 

Pd 1/28/39 

9/28/38 

48.00 


12/ 1/38 

327.00 

Pd. 1/2/39* 

12/27/38 

191.00 


12/16/38 

87.00 


11/30/38 

II. 00 


12/ 6/38 

III. 00 

Pd 2/15/39 

7/ S/37 

92 00 

Uncollectible 

12/23/38 

383.00 

Pd 2/28/39 

11/ 3/38 

57.0a 


12/ 2/38 

1 10.00 


12/ 3/38 

28.00 

Pd. 2/13/39 

10/22/38 

218.00 


4/18/3S 

74 00 

Do-ubtful 

12/ S/38 

60 00 

Pd 1/10/39 

12/31/38 

10.00 

Pd 2/10/39 

I2/28/3S 

46.00 

Pd 1/10/39 

2/ 9/38 

385 00 

Uncollectible 

12/13/38 

77.00 

Pd 1/13/39 

12/10/38 

124.00 

Pd 2/14/39 

11/24/38 

529 00 


10/12/38 

397-00 


10/14/38 

51.00 

Ret $ii 00 

12/ 4/38 


12 00 


$ 7 , 7 ^ 3^00 $ 50.00 
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All accounts are reviewed with Charles Amman and Frances Willsee. 
Eaton Brothers, The Mack Meat Market, and the Tyson Shop went through 
bankruptcy proceedings and were liquidated. There were no dividends m any 
of the three cases for unsecured creditors. 


THE CINCINNATI MANUFACTURING COMPANY 
Sales Agents Accounts Receivable Trial Balance 
As of December 31, 1938 


Name Address 

James Abbott Louisville, Ky 
Bernard Acker Charlotte, N C. 
Earl Applegate Bluefield, W Va 
Buckeye Co Columbus, Ohio 
Harry Burbank Sisterville, W Va 
John Calder Lexington, Ky 
Henry Collins Atlanta, Ga. 

Louis Decker Portsmouth, Ohio 
Jacob Ellett Rushyille, Ind. 

Fred Engel Indianapolis, Ind. 
Elmer Fenton Versailles, Ind. 

Roy Finch Frankfort, Ky. 
Robert Franz Athens, Ohio 
Andrew Glore Greenville, Ohio 
Harold Habig Van Wert, Ohio 
Chester Held Raleigh, N. C. 

Timothy Hogan Cynthiana, Ky 
Lester Jackson Middletown, Ohio 
Richard Mace Richmond, Ind 
Howard Mills Fort Wayne, Ind. 
Leo Ney Nashville, Tenn 

Paul Page Bowling Green, Ky 
Victor Seller Dayton, Ohio 
Joseph Stewart Berea, Ky 
George White Knoxville, Tenn 


Last 


Statement 


Date 

Amount 

12/15/38 

$ 6,236 00 

12/1S/3S 

825.00 

ii/iS/38 

670 00 

12/15/38 

849 00 

6/15/38 

76.00 

12/15/38 

521 00 

13/15/38 

3,210 00 

11/15/38 

647 00 

1/8/38 

398.00 

12/15/38 

3,932.00 

12/15/38 

30.00 

12/31/38 

105.00 

12/15/38 

970 00 

12/15/38 

340 00 

12/15/38 

150 00 

12/15/38 

1,747.00 

3/15/38 

203.00 

32/15/38 

1,810.00 

12/15/38 

1,875 00 

32/15/38 

2,980 00 

31/30/38 

2,560 00 

7/35/38 

142 00 

11/16/38 

1,913 00 

9/14/37 

64 00 

33/30/38 

1,280 00 


$ 33 > 533 -oo 


Remarks 

Pd Jan. 10, 1939 
Pd. Feb 13, 1939 
Allowance, $70 00 
Pd Jan 2, 1939 
Doubtful 


Pd. Jan. s> 2939 
Pd. Jan. II, 1939 
Pd Jan. 2, 1939 
Uncollectible 
Unpaid, Mar. i, 1939 
Pd Jan. s, 1939 
Unpaid, Mar. i, 1939 
rd. Feb i, 1939 
Unpaid, Mar i, 1939 
Pd. Mar. i, 1939 
Returned $47.00; 
Pd. Feb 2S, 1939 
Doubtful 

Unpaid, Mar i, 1939 
Unpaid, Mar 1, 1939 
Pd Jan IS, 1939 
Pd Feb. 19, 1939 
Doubtful 
Pd. Jan. 3, 1939 
Uncollectible 
Pd $1,000; 

Jan. 19, 1939 


PARTS 

Reserve for Bad Debts 


The balance of the Reserve for Bad Debts, after closing and before the 
auditor’s adjustments, is $2,100.00, which is approximately i/io of 1%, of net 
sales. After charging the reserve for the uncollectible accounts, both city 
and sales agents, which you have written off in Part A, you are to adjust 
the reserve to 1/5 of 1% of total net sales. You consider that i/io of 1% 
of net sales is not a sufficiently large reserve, and Mr. Amman and Mr. Willsee 
agree with you. During the year 1938, the company wrote off $436.00 of 
worthless accounts, in addition to those you have just written off. The com- 
position of the $436.00 written off during the year is as follows: 


John Abraham $43*15 

William Cook 1 14.30 

Joseph Elliott 36.10 

Roland McKick 92.86 

Gaston Lang 109.28 

Whitley Moore 40.31 

$ 43 < 5 *oo 

Requirements 


(a) Prepare working papers to analyze the Reserve for Bad Debts. 

(b) Make all pertinent comments on the working papers. 

(c) Prepare the adjustment to restore the Reserve for Bad Debts to its 
correct condition, in conformity with the information given above. 
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ASSIGNMENT 4 

Notes Receivable and Accrued 
Interest Receivable 

1 he notes listed below are those owned by The Cincinnati Alamilactunng 
Company as of December 31, 1938. 

Employees 

I. Note No. 12, dated March i, 1938, from Charles Arnmon, Sales Man- 
ager, 6% payable on demand, ainount $600.00. No interest has been 
received. 

Trade 

2 Note No. 5678, dated November 10, 1938, from Richard Sennett, 5VC’, 
due January 10, 1939, amount $80000. Paid January 10, 1939 togcthei 
with accrued interest of $6.67. The note is indorsed by James Sennett. 

3. Note No. 9876, dated December 15, 1938, from the Bricldey Grocery 
Company, 5%, due January 15, 1939, amount $20,00000. Paid January 
15, 1939, together with accrued interest of $83.33. 

4. Note No. 7654, dated October i, 1938, from James Abbott, 6%, due 
April I, 1939, amount $3,000.00. 

5. Note No. 3579, dated November i, 1938, fiom Sheridan Hotel, 

due February i, 1939, amount $300.00. This note is in iiayment for an 
account. Renewed February i, 1939, tor three months Original sale 
was made on March 17, 1935 on open account 

6 . Note No. 1357, dated November 15, 1938, from Howard Mills, 6 %, due 
February 15, 1939, amount $4,000.00. Interest of $6000 w’as prepaid 
on November 15, 1938 iMills paid $2,000.00 on the due date and 
renewed the balance. Collateral, 40 shares (par $10000) of Cincin- 
nati Grocery Company. 

You examined the notes January 2, 1939, and made necessary notations 
Requirements 

(a) Prepare working papers with proper headings for the Notes Receiv- 
able, the Accrued Interest Receivable, and the Prepaid Interest on 
Notes Receivable. 

(b) Prepare the adjusting entry to correct the accrued interest receivable 
and the prepaid interest. The company forgot to take an}^ of the 
accrued interest on the notes into its accounts. 

ASSIGNMENT 5 
Inventory of Raw Material 

Raw material inventory data are given below, having been prepared by 
the client prior to the auditor’s visit, and submitted to the auditor at the time 
of the audit. The auditor should satisfy himself as to the correctness of the 
clerical work of the inventory sheets, the quantity of the inventory on hand, 
and the valuation of the mventory. He perhaps would sample some of the 
physical inventory items. 

Requirements 

(a) Prepare working papers for the inventory of raw material. 

fb) Prepare necessary adjustments. 

(c) Give the detail of your procedure in connection with the raw ma- 
terial mventory. The audit of the inventory is made Maich lo, 1939. 



530 


Auditing 




Summary from 



Unit 

Market 

Inventory 

Inv Sheet Nos 

Item 

Amount 

Cost 



1—25 

A Flour . 

. 21,100 bbl 

6 00 

6 05 

$126,600 00 

26— 30 

n Flour 

. . 5,500 bbl 

5 80 

5 90 

3 1,900 00 

3 1”33 

Whole Whtett I 

doui 2,301 bbl 

8 20 

8 22 

18,868 20 

34-36 

bugar . . 

. . 96-iooSbags 

065 lb 

06 

576 00 

37-39 

s lit 

. 900 lbs 

047 lb 

0475 lb 

42 30 

40 

Lard 

420 lbs 

14 lb 

.145 Jb- 

58 80 

41-47 

X-ssoi ted Nuts 

. 750 lbs 

30 lb 

30 lb 

225 00 

48 

Raisins 

200 lbs 

oS lb 

0825 lb 

1 6.00 

49 

Chocolate 

340 lbs. 

.26 Ib 

25 lb 

85 00 

50 

Currants 

150 lbs 

16 Ib 

16 lb. 

24.00 

51-60 

Flavorings 

, 1,800 gals 

90 gal 

90 gal 

1,620 00 

61 

Baking Powder 

. . 600 lbs 

25 lb 

26 lb 

150.00 

62 

Baking Soda 

. 600 lbs 

07 lb 

06s lb 

39 00 

63 

Yeast 


No maiket 

No market 



^ 180,304.30 


A contxact with the Wisconsin Milling Company dated December 15, 
1938, for 10,000 barrels of C Flour, at $5.50 per barrel, is shown the auditor. 
Delivery under the contract is to take place starting March 23, 1939. The mar- 
ket price at December 31, 1938 is $5.25 per barrel and no further decline is 
anticipated. The size of the contract is not unreasonable and wdl not over- 
burden the inventory of the company. The market price of flour usually 
fluctuates to the extent of a $1.25 per barrel before a change in sales price 
is effective. 

ASSIGNMENT 6 
Inventory of Work in Process 

The analysis of work in process is given below, together with the cost 
card data. A cost system is m operation, working under the FAM sj'stem, 
a FAM is the standard factory cost to produce 100 pounds of each of die 
various products. The FAM system operates on a process basis. Normally, 
there is very litde work in process, as the factory run of each day is complete 
within itself. Raw material requisitioned from the storeroom is considered to 
be work in process. 

Requirements 

(a) Prepare working papers for work in process. 

(b) Prepare adjusting entries. 

(c) Oudine fully the procedure you would follow for work in process 
Do this on your working papers. 

(d) Design a cost card suitable to this problem. 


Factory Cost 

Order No. Dept Sheet Description Pounds 

358,361 ....Bakery 63,450 Soda Crackers 360,530 

358,263 Bakery 62,452 Butter Crackers 65,130 

22,124 Mixing 62,455 Monte-Dels 106,000 

QB.861 Mixing 62,459 Nut Delight 6,065 

Overhead 

^ _ 200% OF 

Factory Direct Direct Total 

Order No Labor Unit Material Unit Labor Unit 12/31/38 

358,261 . .$3,71900 .014 $1,86900 007 $7,438.00 028 $13,02600 

358,263 ... - 1,85950 .028 934 so 014 3,71900 057 6,51300 

22,124 1,10000 .010 2,00000 oiS 2,20000 020 5,30000 

QR 861........ 3-10.00 051 28300 047 62000 .102 1,213.00 


$26,052 00 

Order Number 358,261 contains $300.00 on the cost caid, not as yet 
requisitioned from the storeroom For cost purposes, it should be returned to 
the raw material inventory. 

Order Number QR861 was completed December 31, 1938 and tiansferied 
to finished goods. 



Practice Problem 531 

ASSIGNMENT 7 
Finished Goods Inventory 

Infonnation concerning the finished goods inventory is given below. 
Many other types of cakes, crackers, and biscuits are manufactured, but they 
are going into process January i, 1939, for January 2 and 3, 1939 deliveries 
Therefore, there is not an inventory of all items at all times, as the processing 
period is short, and freshness of product is essential. 

Requirements 

(a) Prepare a work sheet for the finished goods inventory. 

(b) Prepare adjusting entries. 

(c) Outline fully the procedure you would follow for finished goods 
inventory. Do this on your working papers. 

(d) Draft an inventory certificate for the client to sign. 


Name 

No 

Boxes 

Unit 

Direct 

Labor 

Soda Crackers 

. . 512,533 

029 

Uutter Crackei s 

58,018 

030 

Monte-Dels . 

36,821 

040 

Vanilla Wafers 

25.334 

032 

Cheese Bits . . 

15.516 

019 

Graham Crackers 

46,80 1 

020 

Honey Dews ... 

. . 1,383 

031 

Chocolate Dips 

42,471 

032 

Marshmallow Creams . 

. . 4,143 

030 

Nut Centers . 

3,291 

029 

Pretzels 

.. 53,594 

015 

Pretzel Sticks 

15,715 

015 

Raisin Bars ... 

. 1,084 

.020 

Cocoanut Bars 

1 1,005 

020 

Lemon Wafers 

. . 9,470 

024 

Pecan Creams 

9,235 

030 

Oyster Crackers 

37,241 

020 

Animal Crackci s . 

. 8,418 

022 


U N 1 r 

Unit 

Umi 
Cost 
Per Bu\ 


jNTaILRIAL UVEKllEAD 

I Pound 

Tut\l Cost 

013 

048 

09 

$46,127.97 

020 

060 

1 1 

6,381.98 

o8u 

080 

20 

7,364.20 

036 

052 

I 2 

3,040.08 

063 

038 

1 2 

1,861 92 

04<' 

040 

10 

4,680 10 

095 

.054 

18 

248.94 

074 

064 

17 

7.220.07 

.120 

060 

.21 

870 03 

133 

.058 

22 

724 02 

.025 

030 

07 

3,751 58 

025 

030 

07 

1,100 05 

.040 

040 

10 

108.40 

050 

040 

I I 

1,210 55 

078 

04S 

15 

1,420 50 

040 

060 

13 

1,200 5S 

040 

040 

10 

3,724 10 

054 

044 

12 

t,oio.j6 

$92,045.20 


ASSIGNMENT 8 
Investments 

PART A BOND INVESTMENTS, MARKETABLE 
From the following data, prepare: 

(a) Working papers for the Marketable Bond Investments account of 
the Cincinnati Manufacturing Company. 

(b) Prepare adjusting entnes for accrued interest receivable, none of 
which has been taken up on the books of the company at December 
31, 1938. 

No provision is to be made for the amortization of premiums or dis- 
counts. 

Bonds owned: 

U. S. Treasury of 1952, 10 bonds, par |i, 000.00 each, purchased 

September 15, 1936 at par plus accrued interest. Interest is paid April 15 and 
October 15 of each year. Present market is 120.7. 

Anaconda Copper ^Vis of 1950, 10 bonds, par $1,000.00 each, purchased 
July I, 1936, at 90 plus accrued interest. Interest is paid May 15 and Novem- 
ber 15 of each year. Present market is 106.25, 

Cincinnati Gas and Electric of 1966, 5 bonds, par $1,000.00 each, 

purchased January 2, 1958, at 104 plus accrued mteiesc. Interest is paid June 
and December 15 of each year. Present market is 103. 
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PART B. MISCELLANEOUS MARKETABLE INVESTMENTS 

The miscellaneous temporary investments of the Cincinnati Manufac- 
turing Company are composed of the items listed below. Prepaie working 
papers and all necessary adjustments 

Standard Brands, 2,000 shares, bought 111 1935 at $900 pei share Picscnt 
inaiket is $9.50 per share. Present book value is $4.00 per share The stock 
IS no-par. Certificate Number X 12461. Dividends are $.80 per shaie 

General Foods, 5,000 shares, bought in 1932 at $20.00 per share Present 
market is $43.50 per share. Present book value is $11 00 per share The stock 
IS no-par. Certificate Number 2BQ145. Dividends are $2.00 per share 

United States Steel, common, 100 shares, bought in 1928 at $13700 per 
share. Present market is $94.50 per share. Present book value is $14000 per 
share. Par value is $ioo.oo. Certificate Number 21624. Dividends, 0, per share 

National Biscuit, 2,230 shares, bought in 1931 at $10.00 per share Present 
market is $32.00 per share. Present book value is $14.00 per share Par value, 
$10.00. Certificate Number P834. Dividends are $i 60 per share 

Note 2,000 shares of Standard Brands bought in 1935 were sold Januaiy 
3, 1938 at cost, $9.00 per share. 

PART C. INVESTMENT IN CAIRO COMPANY 

The Cincinnati Manufacturing Company o^wns an interest in the common 
stock of the Cairo Company. The capital stock of the Cairo Companv consists 
of 11,000 shares of common of a par value of $10.00 per share. The Cincinnati 
Manufactunng Company owns 5,000 shares, which it acquired at par, June 
15, 1932. Intercompany profits are not taken up on the books of the Cin- 
cinnati Manufacturing Company; dividends received are credited to a Divi- 
dends Received account. Dividends received by the Cincinnati Manufacturing 
Company durmg the year 1938 amounted to $3,000.00 plus $479.50 in extra 
cash dividends. The regular dividend rate is 6%. 

The following is a balance sheet of the Cairo Company as of December 
31, 1938, certified by the firm of Olde & Olde, Certified Public Accountants 

CAIRO COMPANY 
Balance Sheet 
Dec. 31, 1938 


Assets Liabiiities 

Current Assets . .. ..$54,362.70 Current Liabilities . $20, jiooo 

Fixed Assets 56,784.50 

Defer led Charges and Pre- Capital & Surplus 

payments 5»^3‘2o Capital Stock. $110,00000 

Goodwill 27,000.00 Surplus 13,42040 123,4:0.10 

$143,840.40 $143,840 40 


Prepare working papers, adjustments, and comments, assuming that \ on 
have seen the certificates and have inspected them. The certificates are in the 
name of the Cincinnati Manufacturing Company. 

PART D. INVESTMENT IN BUCKEYE COMPANY 

The Cincinnati Manufacturing Company owns all of the common stock 
of the Buckeye Companv The qualifying shares have been indorsed in 
blank, and all other certiftcates are in the name of the Cincinnati Manufac- 
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turing Company. Certificate Number loi for 9,248 shares is in the name 
of the Cincinnati Manufacturing Company; certificate Number 102 for i share 
is in the name of Tompkins Davis; certificate Number 103 for i share is m 
the name of David Thomas; both of the latter two are indorsed in blank. 
The stock of the Buckeye Company consists of 9,250 shares of common stock 
of a par value of $10.00 per share. The Cincinnati Manufacturing Company 
acquired the stock at a cost of $185,000.00 on January 2, 1933. Intercompany 
profits are not taken up on the books of the Cmcmnati Manufacturing Com- 
pany; dividends are credited to a Dividends Received account. 

On January 2, 1933, the Buckeye Company had a surplus of $68,246.10, 
according to the certified balance sheet of Collum and Buss, C.P.A.’s. The 
following is an analysis of the Surplus account of the Buckeye Company, 
since acquisition* 


Balance of Surplus at January 2, 1933 


Profit, 1933 $17,348.90 

Profit, 1934 3,928.62 

Profit, 1935 7 ^ 449-00 

Profit, 1936 14,728.46 

Profit, 1937 16,808.08 

Profit, 1938 19,391.50 

Total Profits 

Dividends, 1933 ® 4,625.00 

Dividends, 1934 4,625.00 

Dividends, 1935 4,625.00 

Dividends, 1936 9,250.00 

Dividends, 1937 9,250.00 

Dividends, 1938 9,25000 


Total Dividends 

Balance, December 31, 1938 (See balance sheet) 


$ 68,246.10 


$79,654 56 


41,62500 38,029.56 

$106,275.66 


The accompanying balance sheet and statement of profit and loss are 
from the audit report of Collum and Buss. 

Prepare the necessary working papers, incorporating the balance sheet 
and the statement of profit and loss into your working papers. Prepare all 
necessary comments. The consolidated working balance sheet and the con- 
solidated working profit and loss sheet may be brought up through this point, 
but will await completion of the audit before they can be finished. Place all 
necessary comments on your working papers. 


THE BUCKEYE COMPANY 


Balance Sheet 
As of December 31, 1938 


Assets 

Current Assets' 

Cash 

Accounts Receivable, Cincinnati Mfg. Co. 


Accounts Receivable $ 10,829.84 

Reserve for Bad Debts 2,041.20 

Notes Receivable 

Raw Material 

Work in Process 

Finished Goods 

Total Current Assets 


$ 20,342.80 
3451.16 

8,788.64 

5,000.00 

8,346.20 

2,951.00 

21,618.33 


$ 70498.13 
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Fixed Assets- 

Furniture and Fixtures 

Reserve for Depreciation. 

Delivery Equipment 

Reserve for Depreciation. . 

Machinery 

Reserve for Depreciation . . 

Budding 

Reserve for Depreciation. . 

Land 

Total Fixed Assets 

Prepaid Assets: 

Prepaid Insurance 

Factory Supplies 

Office Supplies 

Total Prepaid Assets 
Total Assets 


• • . 3 , 343*95 

2,461.20 

882.75 

12,962.80 

5,200.40 

7,762.40 

. . 99,626.92 

... 28,275.10 

71,351.82 

... 156,736.00 


... 35,310.00 

121,426.00 


41,000.00 


962.00 

218.18 

15240 


Liabilities 

Current Liabilities- 

Due Cincinnati Manufacturing Company 

Vouchers Payable 

Wages Payable 

Total Current Liabilities 

Fixed Liabilities: 

Mortgage Payable 

Total Fixed Liabilities 

Total Liabilities 


$ 849 00 

38419.02 
1,210.00 


75,000.00 


Net Worth 

Common Stock 

Surplus 

Total Net Worth 

Total Liabilities and Net Worth 


92,500.00 

106,275.66 


Gross Sales . . . 
Sales Returns 


THE BUCKEYE COMPANY 
Statement of Profit and Loss 
For the Year Ending December 31, 1958 

$431,597*30 

* 4,061.00 


242,422 97 


1,332.58 
$314,253 68 


$ 40,478.02 


75,000.00 

115,478.02 


198,775.66 

$314,253.68 


Net Sales 


$427,536.30 
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Cost of Goods Sold: 

Raw Material, January i $ 10,482.10 

Purchases 146,272.42 


Raw Material, December 31 

Cost of Raw Material Used 

Direct Labor 

Manufacturing Expenses* 

Insurance 1,618.20 

Heat, Light, Power 12,010.75 

Supervision 7388.93 

Supplies 3,421.01 

Depreciation of Machinery 9,962.69 

Depreciation of Building 4,701.78 

Indirect Labor 33,677.41 

Taxes 6,224.90 

Total Manufacturing Expenses 

Cost to Manufacture 

Work in Process, January i 


Work in Process, December 31 


I5<5,754 52 
8,346.20 
148,408 32 
101,33461 


79 . 505><^7 

329,248.60 

3,674.10 

332,922.70 

2,951.00 


Cost of Goods, Manufactured 329,971.70 

Finished Good, January i 22,306.20 


352,277.90 

Finished Goods, December 31 21,618.33 


Cost of Goods Manufactured and Sold 


330,659*57 


Gross Profit 


96,876.73 


Selling Expenses: 

Depreciation of Delivery Equipment 2,592.56 

Sales Salaries 14,626.42 

Sales Office Expense 7,20000 

Delivery Expense 16,310.24 


T otal Selling Expense 40,7 2922 


Administrative Expenses: 

Bad Debts <675.20 

Dep reciation of Furniture and Fixtures. . 501.59 

Office Salaries 22,626.40 

Miscellaneous Administrative 7,952,82 


Total Administrative Expense 31,756.01 

Total Selling and Administrative Expense 72,485.23 

Net Profit on Operations 24,391.50 

Net Other Expense 5,000.00 

Net Profit I 19,391.50 


Note* Of the sales, $16,000.00 were to the Cincinnati Manufacturing 
Company. Of the purchases, $7,000.00 were from the Cincinnati Manufactur- 
ing Company. 
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PART E. SINKING FUND 

The bonds payable of $200,000.00, 30-year, first mortgage, 6 % bonds, 
were issued June 30, 1916. The issue is to be reared June 30, 1946. The 
Central Trust Company of Cincmnati, Ohio, is the trustee for the sinking fund. 
The ledger balance of $145,263.76 is confirmed by the trustee. 

Draft the letter to the Central Trust Company, requesting confirmation 
of this amount, and also draft the reply of the Central Trust Company. 


ASSIGNMENT 9 
Fixed Assets 


PART A. OFFICE FURNITURE AND FIXTURES 


The Office Furniture and Fixtures account is given below. 
Requirements 

(a) Prepare working papers for the account. 

(b) Prepare the necessaiy adjusang entries. 

(c) Make all pertinent comments on the worldng papers. 


Office Furniture and Fixtures Account. Debit Side 


January i, 1938. 
March 17, 1938. 
July 25, 1938. 

August 3, 1938. 
November i, 1938. 

December 31, 1938. 


Balance $5,839.00 

Vo. 1281, I Electric Calculator, Burrough Co.. 325.00 

Vo. 1536, Adding Machine Repairs, Remington 

Rand 37*oo 

Vo. 1561, 3 Filing Cabinets, Globe-Wemicke. . 95.00 

Vo. 1599, I Steel Desk, Cairns Company 78.00 

Balance $6,374.00 


Reserve for Depreciation of Office Furniture and Fixtures 


The rate of depreciation of office furniture and fixtures is 15% per year. 
Reserves are computed on the balance of the account at the end of the year. 

Requirements 


(a) Prepare working papers for the account. 

(b) Prepare the necessary adjusting entries 

January i, 1938. Balance 

December 31, 1938. Added 15% of December 31, 1938 balance 


December 31, 1938. Balance 


$2,526.50 

956.10 

$3,482.60 


PART B. DISPLAY EQUIPMENT 
The Display Equipment account is given below. 
Requirements 

(a) Prepare working papers for the account. 

(b) Prepare the necessary adjusting entries. 

(c) Make all pertinent comments on the working papers. 
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Display Equipment Account 

Debit Side 

January i, 1938. Balance $4,200.00 

June I, 1938. Vo. 1298, 10 Demonstration Tables, Brunhoff Co 500.00 

Total Debits $4,70000 

Credit Side 

August 15, 1938. Case #2022 Scrapped, no salvage. Fully dep 10000 

December 31, 1938. Balance $4,600.00 


Reserve for Depreciation of Display Equipment 

The rate of depreciation on display equipment is 20% per year. Com- 
putation is on the balance of the account at the end of the year. 


Requirements 

(a) Prepare working papers for the account. 

(b) Prepare the necessary adjusting entries. 


January i, 1938. 
December 31, 1938. 


August 15, 1938. 
December 31, 1938. 


Credit Side 


Balance $1,680.00 

Added 20% of the December 31, 1938 balance 92000 


Debit Side 

Retirement of Display Case #2022 . 
Balance 


2,600 00 

. . , 100.00 

.. .$2,500.00 


PART C. DELIVERY EQUIPMENT 

The Delivery Equipment account is given below. The garage is adja- 
cent to the building, and is considered a part thereof. 

Requirements 

(a) Prepare working papers for the account. 

(b) Prepare the necessary adjusting entries. 

(c) Make all pertinent comments on the working papers. 


Delivery Equipment Account. Debit Side 

January i, 1938. Balance $59,700.00 

September 8, 1938. Vo. 1570, i Truck, Macke Truck Co 3,100 00 

October i, 1938. Vo. 1592, Addition to Garage, Holt & Co.. . 2,00000 

December 31, 1938. Balance $64,800.00 


Reserve for Depreciation of Delivery Equipment 

The rate of depreciation on the delivery equipment is 25% per year. 
Computation is on the basis of the balance of the account at the end of 
the year. 

Requirements 

(a) Prepare working papers for the account. 

(b) Pr&pare the necessary adjusting entries. 

January i, 1938. Balance $24,850.00 

December 31, 1938, Added 25% of December 31, 1938 balance.... 16,200.00 
December 31, 1938. Balance $41,050.00 
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PART D. FACTORY EQUIPMENT 
The Factory Equipment account is given below. 
Requirements 

(a) Prepare working papers for the account. 

(b) Prepare the necessary adjusting entries. 

(c) Make all pertinent comments on the working papers. 


Factory Equipment Account 


January 

I, 

1938. 

March 

8, 1938. 

March 

20, 

1938. 

May 


1938. 


April, 1938, 


December 31, 1938. 


Debit Side 

Balance ^ $210,465.00 

Vo. D-245, Cracker Break Repaired, J. H. 


Bay Co 

30.00 

Vo. D-375, Mixer #21,246, Green & Co 

Vo. D-1240, 2 Mixers, #2816 & A-328, J. H. 

3,240.00 

Bay Co, 

10,305.00 

224,040.00 

Credit Side 


Scrapped Mixer #124 

5,100.00 

Cost $5,100.00 

Realization 1,000.00 


Reserve Charge $4,100.00 


Balance 

$218,940.00 


During your examination of the Factory Equipment account and the 
Maintenance^ account you discover that an old mixer bought 15 years ago and 
fully depreciated and retired from service three years ago, had been recondi- 
tioned in January 1938 at a cost of $300.00 and returned to service. It is 
estimated to last 10 years. The $300.00 was charged to maintenance. 


Reserve for Depreciation — ^Factory Equipment 


The rate of depreciation on factory equipment is 10% per year. Reserve 
computation is on the balance of the account at the end of the year. 

Requirements 

(a) Prepare working papers for the account. 

(b) Prepare the necessary adjusting entries. 


January i, 1938. 
December 31, 1938. 


April I, 1938. 

December 31, 1938. 


Credit Side 

Balance ^ 94,320.00 

Added 10% of the December 31, 1938 balance 21,894.00 

$116,214.00 

Debit Side 

Retired Mixer #124 4,100.00 

Balance $112,114.00 


PARTE. BUILDINGS 

The Buildings account is given below. There are two buildings, one of 
^ built in 1938 and is completed. The buildings are adjacent to each 
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Requirements 

(a) Prepare working papers for the account. 

(b) Prepare the necessa^ adjusting entries. 

(c) Make all pertinent comments on the working papers. 

Buildings Account. Debit Side 


January i, 1938. Balance $374,920,00 

August 2, 1938. Vo. E-3816, Bldg. No. 2, Holt & Co 20,000.00 

October 2, 1938. Vo. E-4206, Bldg. No. 2, Holt & Co . . . . 20,000,00 

November 2, 1938. Vo. E-4311, Bldg. No. 2, Holt & Co 20,000.00 

December 2, 1938. Vo. D-2803, Bldg. No. i. Roof Repairs, Holt 

& Co . . .... 55.00 

December 29, 1938. Vo. E-4482, Bldg. No. 2, Holt & Co 40,000.00 

December 30, 1938. Vo. E-4487, Bldg No. i, Construction of Cost 

Office, Holt & Co 445*00 


December 31, 1938. Balance . ..$475,420.00 


Reserve for Depreciation of Buildings 

The rate of depreciation on the buildings is 2% per year Reserve com- 
putation is on the balance of the account at the end of the year The board 
of directors decides to depreciate Building No. 2 for one month. They 
decide to wait until December 31, 1939 to depreciate other debits in the 
Buildings account. 

January i, 1938. Balance $74,98400 

December 31, 1938. Added 2% of balance (see agreement above). 7,665.07 

December 31, 1938. Balance $82,649.07 


PARTE. LAND 

The land was purchased from George Harrison on February i, 1901 for 
$80,000.00. Legal fees of $800.00 were paid to Q. L. Leslie for title investiga- 
tion and purchase negotiations. The deed is in the safe along with the guar- 
anty policy issued by the Cincinnati Tide Guarantee and Trust Company. 
The value of the land on December 31, 1938 according to the Cincinnati 
Real Estate Board is $110,000.00^ 

Requirements 

(a) Prepare working papers for the account. 

(b) Prepare the necessary adjusting entries. 

(c) Make all pertinent comments on the working papers. 

ASSIGNMENT 10 
Deferred Charges 

PART A. PREPAID INTEREST 

A bank loan of $20,000.00 is dated August i, 1938, with interest at 6%. 
The loan is for one year. The interest was paid in advance. The Cincin- 
nati Manufacturing Company did not adjust the interest at December 31, 
1938. 
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Requirements 

(a) Prepare necessaiy workmg papers. 

(b) Prepare the necessaiy adjustmg entries 

(c) Make all pertinent comments on the woikmg papers. 

PART B. PREPAID INSURANCE 

From the following data, you are to prepare working papers for the 
insurance of The Cincinnati Manufacturing Company. According to the 
ledger accounts, which are correct, the total Prepaid Insurance amounts to 
1^5,772.09. The “Unexpired” section of your work sheet should agree with 
this total when all accounts have been analyzed, as of December 31, 1938. 

1. The National Fire Insurance Company was paid $1,000.00 for $200,000.00 
of fire insurance on buildmgs, for one year, on November i, 1938. Policy 
No. B 754,218. 

2. The Norwich Union was paid $2,250.00 for $100,000.00 of fire insur- 
ance on the buildings for 5 years, on April i, 1937. Policy No. F 1,246,821. 

3. The Hartford Insurance Company was paid $750.00 for $150,000.00 of 
fire insurance on the factory equipment for 3 years on December 15, 1938 
Policy No. D 82,641. 

4. The Ohio Fire Insurance Company was paid $500.00 for $100,00000 
of fire insurance on the buildings for one year, on February i, 1938. Policy 
No. AA 2,213. 

5. The Ohio Casualty Company was paid $18000 for $50,000.00 of tor- 
nado insurance for five years on July i, 1936. Policy No. 2242. 

6. The Hartford Insurance Company was paid $48.00 for $9,000 00 of 
fire insurance on the office furniture and fixtures for one year, on October 
I, 1938. Policy No. X 183,321. 

7. The State Automobile Insurance Company was paid $1,800.00 for fire, 
theft, property damage, and public liability msurance on the delivery equip- 
ment for one year, on July i, 1938. Policy No. 229,986. 

8. The Western Insurance Company was paid $222.00 for $10,000.00 of 
office burglary insurance for 3 years, on January 2, 1936. Policy No. Z 12,801. 

9. The Western Insurance Company was paid $1,200.00 for $15,00000 
of boiler insurance for five years, on March i, 1938. Policy No. 4,227. 

10. The Union Central Insurance Company was paid $2,400.00 for 
$200,000.00 of liability insurance for one year, on April i, 1938. At December 
31, 1938, the estimated excess premium due to overestimated payroll amounted 
to $92.00. The entire amount of this excess, as well as one-fourth of the 
probable annual net cost, should be considered as prepaid. Policy No. 
BA 24,682. 


ASSIGNMENT 11 
Intangible Assets 

PART A. PATENTS ON DISPLAY EQUIPMENT 

The Patents on Display Equipment account is given below together with 
the Reserve for Depreciation of Patents account. Before 1932 all patent 
expenses were charged to Miscellaneous Selling Expense. The company 
depreciates its patents on the basis of i/io of cost yearly, calculating the 
depreciation on the balance at the end of the year. Most of the patents of 
the company will not have value for 17 years; therefore, the adoption of a 
depreciation policy over a lo-year period. Prepare working papers analyz- 
ing the accounts and also prepare all necessary adjustments. 
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Patents on Display Equipment. Debit Side 

January 15, 1932. Vo. No. K’-2^6. Story Co. Developments Costs. 

Tray XA-6 . % 546.00 

February 9, 1932. Vo. No. A- 1236. Woody & Woody. Legal fees 

for patent letters 1,00000 

October 12, 1932. Vo. No. A-1375. Story Co. Development Costs. 

Table 2C7Z . . . 894.00 

November 30, 1932. Vo. No. A-2602. Michael Ackerman. Art Work. 

Table 2C7Z . . 200.00 

December 26, 1932. Vo. No. A--2776. Woody & Woody. Legal fees 

for patent letters 800.00 

June 4, 1937. Vo. No. B-3281. Bonet & Bonet. Development 

Costs. Case D-20 950.00 

December 14, 1937. Vo. No B-4010. Woody & Woody. Legal fees 

for patent letters .. . 1,40000 

May 9, 1938. Vo. No. X-2642. Woody & Woody. Infringe- 
ment Suit, Case D-20. Suit won 2,500.00 

June I, 1938. Vo. No. X-3928. James & Co. Purchase and 

Patent on Caddy 124 500.00 

November 26, 1938. Vo. No. X-8469. Woody & Woody. Infringe- 
ment Suit on Caddy 124. Suit lost 1,000.00 


Total Debits $9,790.00 


Reserve for Depreciation of Patents. Credit Side 


December 31, 1932. Patent depreciation, 10% of cost $ 344.00 

December 31, 1933. Patent depreciation, 10% of cost 344.00 

December 31, 1934. Patent depreciation, 10% of cost 34400 

December 31, 1935. Patent depreciation, 10% of cost 34400 

December 31, 1936. Patent depreciation, 10% of cost 344.00 

December 31, 1937. Patent depreciation, 10% of cost 579.00 

December 31, 1938. Patent depreciation, 10% of cost 979.00 


Total Credits $3,278.00 


PART B, GOOD WILL 

In 1926 The Cincinnati Manufacturing Company bought the Premiei 
Company. The Cincinnati Manufacturing Company paid cash for the assets 
taken over from the Premier Company, and also agreed to pay that company 
an amount equal to its average profits for the ten preceding years (1917-1926) 
capitalized at 10%. The average profits of the Premier Company for the ten 
preceding years were $7,500.00 per year. 

Prepare working papers. 


ASSIGNMENT 12 
Vouchers Payable 

The accountant for The Cincinnati Manufacturing Company hands you 
the accompanying trial balance of the vouchers payable as of December 31 
1938. 
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Requirements 

(a) Prepare working papers for the account. 

(b) Prepare the necessary adjusting entries. 

(c) Make all pertinent comments on the working papers. 


Vo No 

Date 


Creditor 

Terms 

Amount 

L-4174 

November 

30. 

1938 

Buckeye Co. 

2/ io/n/30 

$ 

L-6228 

December 

12, 

1938 

Seybold Paper Co. 

n/30 

205.60 

L-6347 

December 


1938 

Bakers Supply Co. 

n/6o 

1,826.44 

L-635O 

December 

22, 

1938 

Dexter Millmg Co. 

2/io/n/3o 

17,321 00 

L-64OI 

December 

27. 

1938 

Wmton Flour Co. 

2/ io/n/30 

6,482,50 

L-64IO 

December 

28, 

1938 

Pum Extract Co. 

1/ io/n/30 

948 23 

L-64I8 

December 

28, 

1938 

Wmton Flour Co. 

0 

0 

5,952.90 

L-6425 

December 

29 » 

1938 

Excello Fruit Farm 

n/30 

301.37 

$36,489.20 


You have checked the vouchers payable given above with the invoices 
and with the unpaid items in the Voucher Register; they agree. Investiga- 
tion has proven to you that Voucher No. L 4174 is in dispute. An examina- 
tion of the Receiving Book shows that 500 pounds of baking powder were 
received on December 31, 1938 from the Bakers Supply Company at $.25 per 
pound, and was included in the inventory of raw materials as of December 
31, 1938. Entries for the baking powder purchase do not appear in the 
Voucher Register. The invoice is on hand. 

Your inspection of the unpaid voucher file for January, 1939 discloses 
the purchase and delivery of one safe cabinet from the Safe Fde Company 
on December 30, 1938 at a cost of $1,000.00. Depreciation will not be taken 
into consideration until 1939. 

ASSIGNMENT 13 
Notes Payable 

PART A. BANK NOTES PAYABLE 

Prepare working papers for the bank note payable 
A bank loan of $20,000.00 is dated August i, 1938 with interest at 6%. 
The loan is for one year. The interest was paid in advance. The money 
was borrowed from the First National Bank. No collateral was given. You, 
the auditor, wrote the First National Bank for verification of this obligation. 
The bank verified the indebtedness as the only indebtedness of The Cincin- 
nati Manufacturing Company to it. 

PART B. TRADE NOTES PAYABLE AND ACCRUED INTEREST 
ON NOTES PAYABLE 

^ The trade notes payable of The Cincinnati Manufacturing Company are 
given below. The data is extracted from the Notes Payable Register. You 
have obtained a Certificate of Liabilities from the Treasurer; you have secured 
confirmations for the trade notes payable; and you have examined the cash 
books and have found no further evidence of notes payable. 

Requirements 

(a) Prepare working papers for the trade notes payable. 

(b) Prepare necessary adjustments. 

(c) Make all pertinent comments on the working papers. 

(d) Draft a certificate of liabilities. 

The notes payable: 
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October i, 1938, the Dakota Flour Compaay, Bismarck, North Dakota, 
6-month note, 5%, face $8,500.00, Interest to be paid at maturity. 

November i, 1938, the St. Paul Milling Company, St. Paul, Minnesota, 
6-month note, 6%, face $12,000.00. Interest to be paid at maturity. 

December 15, 1938, the St. Paul Milling Company, Sr. Paul, Minnesota, 
90-day note, 6%, face $11,000.00 Interest to be paid at maturity. 

PART C. ACCRUED INTEREST ON BONDS PAYABLE 

The rate of interest on the first mortgage bonds payable of $200,000.00 
is 6%. Bond interest is paid semi-annually, January and July first. Prepare 
working papers. 

PART D. ACCRUED TAXES PAYABLE 

The company thought that the tax rates for the year 1938 would remain 
about the same as for 1937. Therefore, the following estimate, prepared by 
the company, served as the basis of its credit to accrued taxes payable 

1. Real estate tax ($2000 per M) on $556,000.00 assessed valua- 
tion (charged to Factory Taxes) Period, one year.. .. $11,120.00 

2. Personal property tax {Yz of 1% of $200,000.00 valuation) 

(charged to Factory Taxes) . ... 1,00000 

3. Ohio intangible tax ($.05 of $7,568.00 dividends plus $20.00 

on U.S.S.) (charged to General Taxes), plus, (below). ... 398.40 

4. Intangible tax on $3,479.50 (Cairo) and $9,25000 Buckeye 

(@ $.05) (charged to General Taxes) 63648 


5. Estimated Federal Income Tax* 12,789.62 

Total $25,944.50 


You agree with the above analysis, except number 5. 

Requirements 

(a) Prepare working papers. 

(b) Prepare adjustments. 

(c) Make all pertinent comments on the working papers. 

(d) Verify the computations for i, 2, 3, 4. 

PART E 

Prepare the working papers for the prepaid interest on notes receivable. 


ASSIGNMENT 14 
Bonds Payable 


Prepare working papers for the bonds payable. 


Name 

George Hart 

Allison Romer . . . 
Montgomery Cairn 
James Kielson .... 
Elmer Ficks 


Number 

I — 50 Inclusive 
51— 70 
71— 77 
78- 87 
88— 90 


Par 

$ 50,000.00 
20 , 000.00 
7,000.00 
10 , 000.00 
3,000 00 


*For this problem, compute federal income taxes on the basis of 15% of net profits 
Ignore changing income rates, brackets, surtax, etc. Other taxes were paid during the 

year 1938. 
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Name Number Par 

Robert Hutton 91—105 Inclusive $ 15,000.00 

Carl Kitteridge 106 — 115 “ 10,000.00 

Clarence Warton n6 — 124 “ 9,000.00 

Ralph Kirk 125 — 134 “ 10,000.00 

Neville Lexington 135 — 140 “ 6,000.00 

Richard Morten 141 — 170 “ 30,000.00 

Frank Miller 171 — 191 “ 21,00000 

Walter Snyder 192 — 200 “ 9,000.00 


$200,000.00 


The bonds are a first mortgage on aU real estate owned by The Cincin- 
nati Manufacturing Company. The bonds are coupon bonds. 


ASSIGNMENT 15 

PART A. PREFERRED STOCK AND COMMON STOCK 

The Central Trust Company acts as registrar and transfer agent for 
the preferred and the common stock of The Cincinnati Manufacturing 
Company. 

Draft the letter of The Cincinnati Manufacturing Company to the Central 
Trust Company, requesting the information you desire. Draft the answer 
from the Central Trust Company. 

Prepare working papers for both the preferred and the common stock. 

PART B. RESERVE FOR SINKING FUND 

The reserve for sinking fund represents an appropriation of surplus to 
be made yearly at the same amount of increase as the sinking fund assets 
increase. The trust indenture requires that the fund and the reserve be kept 
equal in amount. No entries have been made in the reserve during the 
year 1938. 

Requirements 

(a) Prepare working papers for the reserve for sinking fund. 

(b) Prepare all necessary adjustmg entries. 

PART C. RESERVE FOR CONTINGENCIES 
The Reserve for Contingencies account is given below. 

Requirements 

(a) Prepare working paper analyzing the account. 

(b) Prepare all necessary adjusting entries. 


^December 31, 1937. Balance $45,000.00 

**December 31, 1938. Surplus 15,000.00 

December 31, 1938. Balance .$60,000.00 


*§et up in 1937 as a reserve for future decline m inventory. 

T ^serve fo^r possible loss on a damage suit against tbe company by 

Correspondence from the company’s attorneys assures you that the 
UnL^v for corporation Officials assure^ou that while Se con! 

as leneraf safety ?eslrve? ® 
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PART D. SURPLUS 
The Surplus account is given below. 

Requirements 

(a) Prepare working paper analyzing the account. 

(b) Prepare all necessary adjustments and show the correct Surplus 
account. 


SURPLUS 


1938 







Jan. 

2. 

Div. Pay. Com. 

.$ 9 . 375-00 

Jan. I, 

1938. 

Balance . . 

4326,485-15^ 

Jan. 

2. 

Div. Pay. Pfd. . 

1,500.00 

Dec. 31, 

1938. 

Profit and 


Apr. 

3 - 

Div. Pay. Com. 

, 9 . 375 -o^> 



Loss . 

166,453.49 

Apr. 

3 * 

Div. Pay. Pfd. . 

1,50000 





July 

3 - 

Div. Pay. Com. 

. 9 , 375-00 





July 

3 * 

Div. Pay. Pfd. . 

1,50000 





Oct. 

2, 

Div. Pay. Com. 

. 9 , 375-00 





Oct. 

2. 

Div. Pay. Pfd. . 

1,50000 





Dec. 

31- 

Res. for Cont. . . , 

15,000.00 





Dec. 


Acer. Taxes Pay 

. 12,789.62 





Dec. 

31* 

Balance . . 

. 421,649.53 








S 492 . 939 -U . 




1492,939-15 





1939 








Jan. I 

Balance ... . 

$421,64953 


ASSIGNMENT 16 
Optional Assignment 

It is assumed that early in the audit you footed all books of original 
entry for the year, and that you verified all postings to the general ledger 
accounts. All were found correct. 

The audit called for a balance sheet audit for the year and for a detailed 
audit for the months of March and December, 1938. 

PART A. CASH RECEIPTS 

Describe fully the procedure you would follow in auditing the cash 
receipts for March and December. 

PART B. CASH DISBURSEMENTS 

Describe fully the procedure you would follow in auditing the cash 
disbursements for March and December. 

PART C. SALES AND SALES RETURNS 

Describe fully the procedure you would follow in auditing the sales and 
sales returns for the months of March and December. 

PART D. PURCHASES AND PURCHASES RETURNS 

Describe fully the procedure you would follow in auditing the pur- 
chases and purchases returns for March and December. 
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PART E. NOTES RECEIVABLE AND PAYABLE 

Describe fully the procedure you would follow in auditing the notes 
receivable and notes payable for the months of March and December. 

PART F. EXPENSES 

Describe fully the procedure you would follow in auditing all expenses 
for March and December, 

PART G. EXPENSE ACCOUNT ANALYSIS 

Prepare your own figures for several expense accounts, and show your 
analysis of these accounts. Be certain that the total of your expense accounts 
agrees with the totals given in the problem. 


ASSIGNMENT 17 
Conclusion 

In order to finish the work of the audit, the following things are 
required: 

1. Complete the Working Balance Sheet and the Working Profit and Loss 
Sheet. 

2. Prepare a Consolidated Working Balance Sheet. 

3. Prepare a Consolidated Workmg Profit and Loss Sheet. 

4. Prepare a Statement of Costs of Goods Manufactured and Sold, in com- 
parative form, for the Cincinnati Manufacturing Company. 

5. Prepare a Statement of Profit and Loss in comparative form, for the 
Cmcinnati Manufacturmg Company. 

6. Prepare a report form of Balance Sheet, in comparative form, for the 
Cincinnati Manufacturmg Company. 

7. Prepare a Consolidated Statement of Profit and Loss. 

8. Prepare a Consolidated Balance Sheet. 

9. Prepare a summary of workmg capital changes for the Cmcinnati Manu- 
facturing Company. 

10. Prepare all supportmg schedules necessary for all statements. 

11. Prepare an index for your workmg papers. Completely index and cross- 
index all of your workmg papers, using any of the accepted methods 
described in the text. 

12. Write an audit report, closing with your certificate. 

13. In your audit report, be sure to indicate, among other things* 

(a) Comments on the Statement of Cost of Goods Manufactured and 
Sold and the Statement of Profit and Loss which you think neces- 
sary to call to the attention of the client. 

(b) Comments on the principal Balance Sheet items. 

(c) Any other comments you consider necessary. 
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Audit of, 279, 281 
Nature of, 279 
Acceptances Receivable 
Audit of, 136, 137 
Balance sheet classification, 140 
Bankers, 136 
Certificate of, 140 
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Collateral security to, 138 
Confirmations, 138 
Discounted or sold, 139 
Dishonored, 140 
Doubtful, 140 
Indorsements, 138 
Interest on, 14 1 
Non-trade, 135, 136 
On hand, 137 
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Renewed, 139 
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Accounting 
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Inclusion of all, 285-287 
Non-trade, 285, 288 
Past due, 285 
Postdated invoices, 288 
Purchase contract commitments, 
285 

Sales of consigned merchandise, 287 
Test of, 285 
Trade, 285 

Unrecorded, 285, 286 
Verification, 284-287 
Voucher registers in connection 
with, 85, 284 
Accounts I^ceivable 
Affiliated companies, 152 
Aging, 149 
Assigned, 152 
Audit of, 142 
Bad, 152-154 

Balance sheet presentation, 155, 156 
Capital stock subscriptions, 15 1, 329 
Classification of, 14 1 
COD., 144 

Collectibility of, 148, 150 
Confirmation of, 30, 144 
Arrangement with client, 144, 145 
Desirability of, 145 
Differences, 145 
Forms of, 145-148 
Necessity for, 144, 145 
Negative, 148 
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Procedure, 145 
Consignments-in, 87 
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Discounts on, 144 
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Fictitious, 143 

Fraud in connection with, 141, 144 
Installment, 153 

Profit in connection with, 153 
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Accounts Receivable — Cont. 

Lapping of, 99, 126 
Loans and advances as, 248, 249 
Non-trade, 141, 15 1 
Past-due, 150 

Past-due notes and acceptances as, 
140 

Pledged, 152 
Reserves against for 
Allowances, 155 
Bad debts, 15 2- 155 
Discounts, 155 
Freight, 155 
Verification of, 155 
Sales to foreign countries, 153 
Scrutiny of, 147 
Sold, 152 
Suspense, 150 
Tests of, 142 
Trade, 141 
Validity of, 143 
Verification of, 142 
Written off as uncollectible, 155 
Accrued Items 
Commissions, 295 

Discounted notes and acceptances 
receivable, 141 
Dividends payable, 291, 292 
Expenses, 293-296 
Interest payable, 295, 296 
Interest receivable, 154 
Liabilities, 293-296 
Rent, 296 
Royalties, 296 
Salaries, 295 
Taxes, 294, 295 
Wages, 295 

Additions and Betterments 
Audit of, 207, 210 
Adjustments 

General, 61, 64, 382, 383 
Journal entries, 382, 383 
Prior years’, 384 
Submission to client, 61, 383, 384 
Administrative Expense 
Audit of, 375, 376 
Advances 
Commissions, 247 
Employee, 248, 249 
Officer, 15 1 
Purchase, 287 
Sales, 474 
Advertising 
Audit of, 255, 256, 506 
Working paper, 90 


Affiliated Companies 
Accounts receivable from, 152 
Consolidated statements for, 191 
Investments in, 341, 342 
Allowances 
Bad debts, 152-154 
Discounts, 155 
Freight, 155 
Purchase, 486 
Sales, 483, 484 
Verification of, 155 
Alterations 
Deferred, 253, 254 
Fixed assets, 207 
General, 496, 497 

American Institute of Accountants 
General, 20, 21 

AMORTI7AnON 

Bond discount and expense, 311 

Copyrights, 271, 272 

Franchises, 273 

Good will, 269 

Leased property, 213 

Leaseholds, 273 

Patents, 271 

Premiums on bonds owned, 193 
Premiums on bonds payable, 318 
Tiade marks, 266 
Appraisals 

Auditing of, 213, 214 
Real estate, 210, 21 1 
ApPRECTAnON 

Of assets, 205, 214, 262 
Appropriations 
Of surplus, 348-352 
Articles of Co-partnership 
Contents, 38, 39, 353 
Audit 

Advantages of, 2, 8 
Arrangement with client, 29-33 
Balance sheet, 10-12 
Cash, 13, 116-127, 466, 467 
Classes, 9, 10 
Closing an, 382-385 
Continuous, 13 
Definition, i 

Detailed, 12, 13, 464-512 
Expenses, 241-258, 464-512 
External, i 
Fees, 31, 32 
Internal, i 

Investigations, 14, 15 
Locale, 31 
Partial, 13, 14 

Period to be covered by, 30 
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Audit — Cont. 

Profit and loss accounts in balance 
sheet, 365-368 
Program, 39-56 
Purposes of, 6-8 
Reports, 2, 27, 432-455 
Starting an, 36-39 
Testing of entries in an, 30 
Time of, 31 
Auditing 
Defined, i 

Development of, 3, 4 
Distinguished from accounting, i 
Mechanical aspects of, 75-91 
Purposes of, 6-8 
Auditor 

Duties of, 72, 73 
Ethics of, 21-24 
Junior, 16, 72-74 
Legal liability of, 25-27 
Preliminary arrangements with cli- 
ent, 29 

Qualifications of, 4-6 
Senior, 15, 16, 36, 37, 72, 73 
Services of, 10-14 

B 

Bad Debts 

Expense, 376, 503, 504 
Reserves, 152-155 
Written off, 154 
Bank Drafts 
Features, 136 
Balance 

Of accounts, 89-91 
Verification of, 89-91 
Balance Sheet 
Accounts payable, 287 
Accounts receivable, 155, 156, 293 
Advances to employees, 248, 249 
Advances to affiliates 135 
Audit, 10-12, 366 
Buildmgs, 206-209, 212 
Capital, 325-354 
Capital stock, 326-336 
Capital surplus, 344 
Comments on, 425-428, 434-438, 441, 
442, 446-450 
Comparative, 390 
Consigned goods in, 144 
Consolidated, 191 

Contingent assets and liabilities in, ^ 
290, 291 

Delivery equipment, 218 
Dividends payable, 291 


Balance Sheet — Cont. 

Drafts, 136 

Equipment, 215-218 

Fixed assets, 204-220, 227-235 

Form of, 391-393, 436, 437, 451, 452 

Furniture, 217, 218 

Funded debt, 314 

Goods in transit in, 166, 175, 287 

Improvements to leased property, 

Income tax liability in, 294 
Intangible assets, 263-273 
Investments, 185, 186 
Land, 209-2 ii 
Machinery, 215, 216 
Merchandise pledged in, 175 
Mortgages payable, 289 
Mortgages receivable, 185, 194-196 
Notes and acceptances payable, 279 
Notes and acceptances receivable, 
i35> HO 

Objects of audit of, 10-12 
Paid-in surplus, 345 
Prepaid charges in, 241, 358 
Program of audit for, 10-12, 29-35, 
40-56 

Property values in, 204-220, 227-235 
Reserves for depletion, 234, 235 
Reserves for depreciation, 227-235 
Reserves for sinking fund, 351, 352 
Reserves, surplus, 348-353 
Securities owned in, 189, 192, 194, 

197 

Sinking funds, 312, 313, 351, 352 
Stock subscriptions in, 15 1, 327 
Supplies in, 241 
Surplus, 340-348, 394, 453 
Treasury bonds, 31 1, 312 
Treasury stock, 335, 336 
Working balance sheet, 61-63 
Balance Sheet Audit 
Definition, 10 

Examination of expense and income 
accounts in, 10 
Features, 10-12 
Balancing 
Of books, 32 
Bank 

Certificates, 120 
Cheques, 123 
Overdrafts, 126 
Reconciliations, 124, 125 
Statements, 120, 12 1 
Verification of balance of, 120-126 
Bankers 

Acceptances, 136 



Index 


550 


Bonds 

As investments, 193, 194 
Audit of, 309-3 1 1 
Cash for redemption of, 310 
Classes of, 304, 305 
Confirmations of, 186-189, 310 
Discount on, 249-251 
In balance sheet, 314 
Interest on, 311 
Matured, 314 
Mortgage, 303 
Premiums on, 318 
Redeemed, 310, 31 1 
Sinlang funds for, 312, 313 
Treasury, 311, 312 
Trust indenture for, 305-309 
Verification of bonds owned, 186- 
189 

Verification of bonds payable, 302- 

317 

Branches 
Audit of, 509 

Cash and expenses for, 510 
Buildings 

Additions to, 207, 210 
Advances on contracts, 212, 213 
Alterations to, 207, 496, 497 
Appraisals of, 210, 214 
Appreciation of, 205, 214 
Audit of, 208-211 

Balance sheet classification for, 206 
Constructed, 212, 213 
Depreciation of, 206, 212 
Insurance on, 213, 214 
Mortgages on, 212 
Overhead on constructed, 213 
Paid for in assets other than cash, 

331. 33d 

Profit and loss on sale of, 213, 214 
Reserves for, 212 
Sound value of, 205 
Valuation of, 205, 206, 244 
Business 

Financing of, 202, 203 
Organizations, 202, 203 
By-Laws 

Auditor’s interest in, 37, 220, 326 
By-Products 
Sales of, 475 

C 

Capital 
Additions, 326 
Assets, 204, 262-273 


Capital — Cont. 

Expenditures, 206-208 
Reserves, 348-353 
Stock, 326-336 
Surplus, 344 
Capital Stock 
Audit of, 326-336 
Authorized, 326 

Balance sheet treatment, 330, 332 
Certificates of, 328 
Confirmation of, 326, 327 
Discount on, 329, 331 
Dividends, 334, 336 (See Dividends) 
Donated, 333-335 
Issued, 326 
For assets, 331, 336 
No-par, 330 
Outstanding, 326 
Preferred, 330, 331 
Premium on, 329 
Records, 327, 329 
Redemption of, 331 
Registrar, 326, 327 
Rights and privileges of holders of, 

3291 330 

Sale of, 328 
Shares, 326-328 
Subscriptions, 151, 329 
Taxes, 328 

Transfer agent, 326, 327 
Transfers, 328 
Treasury, 330-336, 481 
Valint on of, 331, 332 
X^cnfication of, 326-336 
Cash 

Audit of, 13, 116-127 
Bank overdrafts, 126 
Bank statements of, 120, 121 
Canceled cheques, 122, 123 
Certificates of deposit, 126 
Checking accounts, 119, 120 
Cheques, 85, 86, 122, 123 
Closing of cash books, 124, 143 
Date of verification of, 116 
Deposits, 1 21, 122 
Disbursements, 84, 112, 466, 467 
Discounts, 144 

Failure to account for, 97-100 
Footings, 123, 124 

Fraud in disbursements, 100- 102, 112 
Fraud in receipts, 97-100, iio, iii 
Funds, 1 17, 127 
Imprest funds, 117 
In bank, 119-121 

Internal check, disbursements, 112 
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Cash — C ont. 

Internal check, receipts, 110-112 
Necessity for counting, 120, 121 
On hand, 119, 120 
Petty, 117-119, 467, 510, 51 1 
Receipts, 83, no, 466 
Receipts for return of, 121 
Reconciliations, 124, 125 
Safeguards against fraud, 1 10-112 
Sales, 108 
Shortages, 126 
Surrender value, 197 
Tests for disbursements, 116 
Tests for receipts, 116 
Verification of, 13, 116-127 
Vouchers for, 117 
Witnesses to count of, 12 1 
Certificates 
Auditors’, 405-419 
Bank, 120 
Cremation, 310 
Drafting of, 407, 408 
Examples of, 41 2-419 
General discussion of, 405-41 1 
Inventory, 177, 178 
Liability, 296, 297 
Long, 409, 410 
Of deposit, 126 
Of incorporation, 37, 38 
Qualified, 410, 41 1 
Short, 409, 410 
Stock, 328 

Certified Public Accountants 
Ethics of, 21-2^ 

Examination, 18, 19 
Office organization of, 15, 16 
Checking 

Definition of, 76, 77 
Test, 77 
Cheques 
Audit of, 85, 86 
Canceled, 85, 86, 122, 123 
Countersigned, 86 
Examination of, 85, 86 
Fraudulent, 100, loi 
Indorsements of, 86 
Kiting of, 10 1 
Old, disposition of, 126 
Outstanding, 86 
Reconciliation of, 124, 125 
Received, 12 1 
Signing of, 126 
Classes of Audits 
Balance sheet, 10-12 
Cash, 13 


Classes of Audit — Cont. 

Continuous, 13 
Detailed, 12, 13 
Partial, 13, 14 
Client 

Work to be done by, 35 
Coinsurance 
Explained, 252, 253 
Collateral 
Loan, 138 
Comments 

In audit report, 425-428, 434-438, 
441, 442, 446-450 
Commissions 
Audit of, 495 
Prepaid, 247 
Confirmations 
Acceptances payable, 281 
Acceptances receivable, 138 
Accounts, 30 

Accounts payable, 30, 285, 287 
Accounts receivable, 144-148 
Audit, 33 

Bank accounts, 120 
Capital stock, 326, 327 
Funded debt, 302-317 
Inventories, 177, 178 
Mortgages, 316 
Notes payable, 281 
Notes receivable, 138 
Securities pledged as collateral, 137, 
188 

Warehouse receipts, 166, 167, 175 
Consignments 
In, 287, 474, 475, 508 
Out, 144, 287, 474, 475, 508 
Containers 
Deposits, 219, 501, 502 
Quality and valuation, 218, 219 
Contingency 
Reserves, 349, 501, 502 
Contingent Liabilities 
Accommodation indorsements, 289, 
290 

Audit of, 289-291 

Balance sheet treatment, 290, 291 

Classes, 289 

Definition, 289 

Discounted receivables, 290 

Guarantees, 290 

Judgment, 290 

Losses on litigation, 289, 290 
Sale of mortgaged property, 290 
Contracts 

Advances on, 318, 319 



552 


Index 


Contracts — Cont. 

Constniction, 212, 213 
Purchase, 175, 176 
Uncompleted, 3^ 

Unfilled, 293 
Copyrights 
Amortization, 272 
Audit of, 271, 272 
Cost of Sales 

Comments on, 396, 444-446, 450 
In detailed audit, 487-489 
Statement of, 397, 439, 454 
Coupons 

Bond, 193, 305, 31 1 
Verification of, 193, 194 
Crime 
Classes, 95 
Definition of, 95 
Detection of, 95 
Cross-Indexing 
Methods, 66-72 
Schedules, 66 
Working papers, 66 
Customers’ Accounts (See Accounts 
Receivable) 

Customers’ Deposits 
On containers, 219, 292, 501, 502 

D 

Deed 

Of trust, 305-309 
Defective 
Goods, 498, 499 

Deferred Assets, 241-258 (See Pre- 
paid Expenses) 

Deferred Liabilities 
Bond premium, 318 
Collection in advance on contracts, 
318, 319 

Collection in advance on sales, 319 
Definition, 317 

Gross profit on installment sales, 
320 

Interest, 320 
Rent, 320 
Subscriptions, 320 
Tickets and coupons, 319, 320 
Deferred Profit 
On installments, 320 
Delivery Equipment 
Additions, 207, 210 
Audit of, 208-210, 218 
Deductions from, 218, 227-235 
Depletion 

Wasting assets, 234, 235 


Deposits 
Bank, 122 
Certificates of, 126 
Container, 218, 219, 293, 501, 502 
Customer, 292 
In transit, 122 
Liability for, 293 

Depreciation (See also proper asset) 
Audit of, 227-235, 373, 374 
Methods 

Fixed percentage of diminishing 
value, 230 
Sinking fund, 231 
Straight line, 230 
Revaluation, 216 
Policies, 227, 228 
Reserves, 227-235 

Verification of charges for, 227-235, 
495 , 49 ^ 

Detailed Audit 
Definition, 12, 13 
Procedure for, 464-512 
Development 
Expenses, 270 
Exploitation of, 501 
Disbursements (See Cash) 

Discounts 

Bonds payable, 249-251 
Capital stock, 329, 331 
Cash, 144 
Purchases, 476 
Sales, 509 
Dividends 
Accrued, 291 
Audit of, 291, 336-340 
Authority for, 291, 336 
Cash, 338 

Cumulative, 291, 340 
Declaration, 291, 338, 339 
Directors’ liability for, 336, 337 
From profits, 336, 337 
In arrears, 340 
In extractive industries, 340 
Liability for, 336, 337 
On appreciation, 336 
Payable, 291 
Reserves, 340 
Stock, 339, 340 
Unclaimed, 292, 339 
Doubtful Accounts 
Affiliated companies, 152 
Assigned, 152 
Installments, 153 
Reserve for, 154 
Drawing Accounts 
Salary advances, 494, 495 
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Drawings 
As assets, 219 
Duties of Auditor 
Junior, 72, 73 
Senior, 72-74 

E 

Earned Surplus 
Audit of, 342, 343 
Embezzlement 
Definition, 96 
Employees 

Discharging, 106 
Hiring, 105, 106 
Paying, 105- 107 
Engagement Memorandum 
Form of, 34, 35 
Entries 
Testing of, 30 
Verification of all, 30 
Equipment (See Machinery) 

Errors 

Bookkeeping, 94, 95 
Classification of, 94 
Commission, 94 
Omission, 94 
Principle, 94, 95 
Ethics 

Professional, 21-25 
Expenses 
Accrued, 293-296 
Administrative, 375, 376 
Advertising, 506 
Alterations, 496, 497 
Bad debts, 376, 503, 504 
Classification, 372, 373 
Commissions, 495 
Cost of sales, 396, 397 
Delivery, 508 

Depreciation, 373, 374, 495, 496 
Examination of in balance sheet 
audit, 10, 294, 373-378. 
Examination of in detailed audit, 
12, 13, 469, 470, 484-487, 489-512 
Experimental, 499, 500 
Factory, 373, 374, 489-512 
Financial, 376 
Freight-out, 507 

Heat, light and power, 375, 500 

Idle plant, 499 

Insurance, 503 

Interest, 509 

Legal, 505 

Maintenance, 374 


Expenses — Cont 
Organization, 501 
Payroll, 374, 491-493 
Prepaid, 241-258 
Rent, 505 
Repairs, 497, 498 
Salaries, 376, 493-495 
Sales discounts, 509 
Selling, 375, 376 
Spoiled work, 498, 499 
Supplies, 258, 500 
Taxes, 502 
Traveling, 505 
Variations in, 373 
Welfare, 500 
Extensions 
Definition, 76 
Verification of, 78 
Extractive Industries 
Assets in, 219, 220 
Depletion, 234, 235 

F 

Factory Expenses (See Expenses) 

Fees 

Audit, 31, 32 

Finished Goods (See Inventories) 
Fixed Assets (See Land, Buildings, 
Furniture, etc.) 

Audit of, 204-220 

Fixed Liabilities (See Bonds, Notes, 
Mortgages) 

Footings 

Cash accounts, 123, 124 
Cross, 78, 79 
Definition of, 76 
General, 78 
Tests, 78, 79 
Verification of, 78, 79 
Forgery 

Detection of, 100 
Formulas 
Audit of, 266, 267 
Franchises 
Audit of, 272, 273 
Fraud 

Auditor’s duty, 94, 95 

Crime, 95 

Definition of, 95 

Detection of, 97-103 

Discounts in connection with, 144 

Embezzlement, 96 

Forms of, 97-100, 282 



554 


Index 


Fraud — Cont, 

Larceny, 96 

Miscellaneous legal considerations 

of, 95 _, 96 

Prevention, 96 
Reasons, 96, 97 
Freight 
In, 487 
Out, 507 

Verification of, 487, 507 
Funded Debt (See Bonds) 

Funds 

Cash, 126, 18^ 

Investment, 196 
Sinking, 196 

Furniture and Fixtures 
Additions, 207, 210 
Audit of, 208-210, 217, 218 
Scrap value of, 217 

G 

General Journal Entries 
Vouching of, 82 
General Ledger 

Accounts (See desired real or nom- 
inal account) 

Analysis, 64, 65, 77 
General Report Comments (See Re- 
ports) 

Goods in Process (See Inventory) 
Goods Purchased (See Purchases) 
Good Will 
Audit, 267 
Valuation, 298 
Working papers, 268 
Gross Profit 
Tests, 178, 179 
Guarantees 
Of products, 289 

H 

Heat, Light and Power 
Audit, 375, 500 

I 

Imprest Funds (See Cash) 
Improvements (See desired fixed or 
leased asset) 

Income 

Audit of in balance sheet audit, 10, 
364-378 

Audit of in detailed audit, 12, 13, 
467-484 


Income — Cont 

Deductions from (See expenses) 
During construction, 213, 476, 477 
From investments, 477-481 
Prior periods’, 342, 343 
Purchase discount, 476 
Purpose of audit of, 471 
Royalty, 481 
Subscriptions, 481 
Incorporation 
Articles of, 37, 38 
Indexing 

Of working papers, 59, 66-72 
Infringements 
Patent, 289, 290 
Inspection 
Definition of, 76 

Installment Accounts (See Ac- 
counts Receivable) 

Insurance 
Adequacy of, 213 
Cash surrender value of, 197 
Co-insurance, 252, 253, 503 
Credits, 251 
Funds, 244 
Kinds of, 251 
Liability, 252 
Life, 197 

Policies as an indication of 
Coverage, 210, 213, 214 
Liens, 212 

Titles, 210, 251, 253 
Premiums, 252 
Prepaid, 251-253, 503 
Register, 503 
Uneimired, 251-253, 503 
Verification, 244 
Intangible Assets 
Audit of, 262-273 
Copyrights, 271, 272 
Formulas, 266, 267 
Franchises, 272, 273 
Good will, 267-269 
Leaseholds, 273 
Patents, 269-271 
Trade marks, 265, 266 
Interdepartmental Transfers 
Profit on, 476 
Interest 

Accrued payable, 295, 296 
Accrued receivable, 154 
Audit of, 154, 295, 296 
Coupons, 193, 305, 31 1 
Deferred, 320 
During construction, 213 
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Interest — Cont. 

Expense, 509 
Income, 370, 477-480 
On notes receivable, 141 
Prepaid, 247 
Internal Check 
Disbursement of cash, 112 
Material requisitioning, 112, 113 
Payroll, 105-108 
Receipt of cash, no, in 
Sales, 108-110 
Systems of, 94, 95, 103 -105 
Inventories of Raw A^aterials, Work 

IN Process and Finished Goods 
Adjustments, 172 

Auditor’s duties and responsibilities 

for, 161-164 

Billed and not shipped, 168 

Book, 162, 166, 171 

Certificates, 177, 178 

Classes, 170, 17 1, 174 

Clerical accuracy of, 164, 165 

Computations of, 170, 17 1 

Consigned, 144, 168 

Control over, 103 

Cost of, 1 70- 1 74 

Doubtfully marketable, r66, 176 

Finished goods, 174, 175 

Gross profits test for, 163, 178, 179 

Importance of audit of, 160 

In transit, 162, 163, 166, 175 

Market value, 168-171 

Obsolete, 166, 176 

Original inventory sheets, 165 

Overstatements of, 160 

Perpetual, 165 

Pledged, 17 1 

Physical, 163 

Profit in, 174 

Purchase contracts for, 175, 176 
Quality of, 167 
Quantity, 165, 166 
Raw material, 170, 17 1 
Requisitioning, 112, 113 
Reserves for, 176, 177 
Sales of, 108 (See Sdes) 

Supplies as, 170 

Taking of, 161-163 

Thefts of, 97, 108 

Turnover, 179 

Understatements, 160 

Valuation of, 168-170 

Warehouse certificates for, 166, 167, 

175 

Work in process, 167, 17 1- 173 
Working papers, 179 


Investigations 
Credit, 14 
Financial, 14 

Of accounting systems, 30, 31 
Preliminary considerations, 14, 15 
Purposes, 14 
Investments 

Affiliated companies, 191 
Audit of, 185-198 
Bonds, 185, 193, 194 
Changes in, r88, 189 
Examination of, 192, 194 
Forms of, 185 
Funds as, 185, 196 
Income from, 477-481 
Life insurance, 197 
Margin stocks, 190 
Mortgages, 185, 194-196 
Not in custody of client, 188 
Notes, 185, 198 
Partnership, 198 
Permanent, 185 

Pledged as collateral, 188, 190 
Profit and loss on sale of, 188, 189, 
481, 482 

Reserves for, 192 
Securities (See Securities) 

Sinking funds, 196, 312, 31$ 

Stocks, 185, 190, 191 
Temporary or marketable, 185, 186 
Treasury stocks and bonds, 185, 
191, 192 

Valuation of, 189, 192, 194 
Invoices 
Auditing of, 87 
Missing, 87 

Purchase, 82, 85, 485, 486 
Sales, 166 
LO.U.’s 

Audit of, 1 18, 125 

J 

Journal 

Adjusting entries, 382, 383 
Vouching of general journal en- 
tries, 82, 83 
Judgments 

Contingent liabilities for, 290 
Junior Auditor 
Duties, 16, 72-74 

K 

Kiting 

Of cheques, loi, 123 
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L 

Land 

Appraised value, 21 1 
Audit of, 209-2 1 1 
Balance sheet treatment, 21 1 
Carrying charges, 21 1 
Cost of, 21 1 
Mortgages on, 210 
Profit and loss on sale of, 209 
Taxes on unimproved, 21 1 
Title investigation of, 210 
Valuation of, 21 1 
Lapping 

Of cash, 99, 126 
Larceny 
Definition, 96 
Lawsuits 

Contmgent liabilities for, 289-291 
Leaseholds 
Amortization of, 273 
Audit of, 273 
Improvements to, 213, 218 
Valuation of, 273 
Legal 

Liability of auditor, 25-27 
Liabilities 
Accrued, 293-296 
Audit of, 278-296 
Certificate of, 296, 297 
Contingent, 289-291 
Current, 287, 288 
Deferred, 317, 321 
Definition, 278 
Fixed, 302-317 
Unrecorded, 285, 286 
Itfe Insurance 
As investment, 197 
Liquidating Dividends (See Divi 
dends) 

Locale 
Of audit, 31 
Losses 

Inventory, 176, 177 
Litigation, 289, 290 
Sale of fixed assets, 204-220, 227-23' 

M 

Machinery 
Additions to, 207, 210 
Alterations of, 207, 496, 497 
Appraisals of, 210, 214 
Appreciation of, 205, 214 
Audit of, 208-210, 215 


Machinery — Cont 
Balance sheet classification, 206 
Depreciation of, 206, 216, 217, 227- 

235 

Inadequacy of, 216 
Obsolete, 216 

Paid for in assets other than cash, 

Profit and loss on disposition of, 
216 

Purchased on installment, 216, 217 
Relocation of, 215 
Repairs to, 497, 498 
Reserves for, 227-235 
Sound value, 205 
Valuation of, 205, 206 
Maintenance 
Audit, 374, 375 
xMarks 

Auditors’, 77, 78, 83 
In books, 77, 78, 83 
Materials (See Inventories) 

Raw, 170, 171 
Supply, 170 
Mechanical 
Aspects of auditing, 75 
Merchandise (See Inventories) 

Mines 

Depletion, 234, 235 
Minutes 

Auditor’s duties, 38, 209, 289, 315 
Contents of, 38 
Examination of, 38, 326 
Misappropriations (See Fraud) 
Mortgages Payable 
Audit of, 315, 316 
Balance sheet treatment, 316 
Classes of, 314, 315 
Definitions of, 194, 314 
Public records in connection with, 
316 

Sources of, 315 
Working papers, 316 
Mortgages Receivable 
Audit of, 185, 194-196 

N 

Net Worth 
Corporate, 325-355 
Partnership, 353, 354 
Reserves, 348-352 
Single proprietorship, 353, 354 
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Notes Payable 
Accounts, 279 
Accrued interest on, 282 
Audit of, 279-283, 317 
Balance sheet treatment, 279 
Bank, 279, 281 
Charges, 281, 317 
Certificate, 280 
Confirmations of, 281, 317 
Fixed assets in connection with, 317 
Fraudulent, 282 
Investment, 198 
Non-trade, 281, 282 
Schedules of, 279, 280 
Trade, 279, 280, 283 
Working papers, 283 
Notes Receivable 
Accounts, 135 
Accrued interest on, 154 
Audit of, 136, 137 
Balance sheet treatment, 140 
Capital stock subscriptions as, 15 1 
Certificate of, 140 
Collateral security for, 138 
Collected in full, 137, 138 
Confirmations of, 138 
Credits to, 139 
Demand, 138 
Discounted, 139 
Dishonored, 140 
Doubtful, 140 
Indorsements, 138 
Interest on, 141 
Non-trade, 135 
On hand, 137 
Out for collection, 137 
Past due, 137 
Pledged as collateral, 137 
Register, 136 
Renewed, 139 

Reserve for doubtful, 140, 155 
Trade, 135 

O 

Obsolescence 
Fixed asset, 204-220 
Inventory, 166, 176 
Officers 

Advances to, 151 
Organization Expense 
Audit of, 254, 255 
Deferred, 254 
Original 

Inventory sheets, 165 
Records, 75-91 


Overdrafts 

Treatment of in balance sheet, 126 
Ownership 

Of working papers, 28 
P 

Partnership 
Agreement, 38 
Investments in, 198 
Purpose of examination of articles, 
39 

Patents 

Amortization of, 271 
Audit of, 269-271 
Reserve for, 271 
Valuation of, 271 
Patterns 
Audit of, 219 
Payrolls 

Audit of, 374, 469 
Cash for, 106 

Clerical accuracy of, 102, 105 
Fraud in connection with, 102 
Hiring an employee, 106 
Internal check on, 105-108 
Methods of payment, ro6 
Personnel records, 105, 106 
Sheets, 107 

Time keeping for, 106, 107 
Perpetual Inventories (See Inven- 
tories) 

Petty Cash (See Cash) 

Postings 

Correction of, 80 
Definition, 76 
Verification of, 79, 80 
Preliminary Audit Work 
Auditor’s and client’s duties, 29-39 
Prepaid Expenses 
Advances, 248, 249 
Advertising, 255, 256 
Alterations, 253 
Audit of, 241-258 
Bond discount, 249 
Commissions, 247 
Development, 256 
Improvements, 241 
Insurance, 251-253 
Interest, 247 

Organization expense, 254 
Rent, 245 
Stamps, 257 
Supplies, 258 
Taxes, 246 
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Premiums 
Bonds payable, 318 
On sale of capital stock, 329 
Program 
Of audit, 39-56 
Professional CoNDUcr 
Of auditor, 23-25 
Profit and Loss Accounts 
Balance sheet audit of, 365-368 
Detailed audit of, 464-512 
Form of, 395 

General verification, 364-378 
Relation to surplus, 364, 394 
Profit 

During construction, 212, 213, 476 
477 

On sale of 
Fixed assets, 482, 508 
Securities, 481, 482 
Property (See Fixed Assets) 
Publishers 
Copyrights, 271, 272 
Purchase Commitments 
Audit of, 285 

Purchases (See Vouchers) 
Allowances, 486 
Classification, 486 
Contracts, 175, 176 
Cost of, 170- 1 74 
Discounts, I or, 476 
In balance sheet audit, 283-285 
In detailed audit, 468, 469, 484-487 
Internal check on, 103-105 
Returns, 10 1, 486, 487 

Q 

Qualifications 
In certificates, 410, 41 1 
Of auditor, 4--6 

R 

Ratios 

Use of, 427, 428 

Raw Materials (See Inventory) 
Real Estate (See Fixed Assets) 
Receiving Records 
Examination of, 285 
Reconciliations 
Bank, 124, 125 
Registrar 

Of capital stock, 326, 327 
Rent 

Accrued, 296 
Deferred, 245, 320 


Rent — Cont 
Income, 480 
Prepaid, 245 
Verification, 505 
Repairs and Replacements 
Audit of, 207, 208 

Distinguishing feamres, 207, 208, 

497. 498 
Reports 

Accounts payable, 435, 441, 448 
Accounts receivable, 434, 440, 446 
Advantages of, 2, 3 
Arrangement with client, 29-33 
Balance sheet, 436, 437, 451, 452 
Cash, 434, 440, 446 
Certificates, 41 2-419 
Comments, 425-428, 434-438, 441, 
442, 446-450 
Conclusions, 429, 438 
Confidential nature, 27 
Cost of sales in, 438, 441 
Deferred charges in, 441, 448 
Examples of, 432-455 
Expense accounts in, 438, 445 
Fixed assets, 435, 440, 447 
Fixed liabilities, 441, 449 
General, 421-423 
Intangibles in, 448 

Introduction, 423, 424, 434, 440, 443, 
444 

Inventories in, 435, 440, 446 
Investments in, 440, 447 
Net worth in, 435, 441, 449 
Notes payable in, 435, 441, 448 
Notes receivable, 434, 446 
Purposes of, 2, 3, 8, 9 
Ratios in, 428, 449, 450 
Sales m, 438, 444 
Statements in, 429 
Statistics in, 428 
Text of, 424, 425 
Reserves 

Accounts receivable, 15 2-1 55 
Audit of, 155, 227-235, 348-353 
Bad debt, 154, 155 
Capital, 348-353 
Classes, 227, 348-353 
Container, 219 
Contingency, 349 
Depletion, 227-235 
Depreciation, 227-235 
Dividend, 351 

Doubtful accounts, 152- 154 
Fire loss, 349, 350 
Flood loss, 350 
Inventory declines, 351 
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Reserves — Cont. 

Inventories, 176, 177 
Investment decline, 189 
Lawsuits, 350 
Note, 140, 155 
Plant extension, 351 
Sinking fund, 351, 352 
Stock redemption, 353 
Valuation, 227-235 
Verification of, 227-235 
Royalties 
Accrued, 296 
Income from, 481 

S 

S \laries 
iVccrued, 295 
Audit of, 295, 376 
Payable, 287, 288 
Sales 

Allowances, 483, 484 

Audit of, 368-370, 467, 468, 470-484 

By-product, 475 

Cash, 108 

Closing of boolts for, 143 
C O.D , 473 
Consignment, 474, 475 
Cost of, 371, 372 
Discounts, 509 
Fraud m, 97, 108 
Future delivery, 474 
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PREFACE 

The working papers in this book have been devised to illus- 
trate the solution of the problems met with in the course of an 
ordinary balance sheet audit. The illustrations have been set 
up in such a manner as to include the pertinent problems which 
the accountant would have to solve in the regular routine of 
audit procedure. 

The illustrations include two alternate procedures, one in- 
volves the use of a working trial balance and the other a work- 
ing balance sheet and a working profit and loss statement. Some 
auditors prefer using the working trial balance; others prefer 
the working balance sheet and the working profit and loss state- 
ment. The operating schedules in these working papers may be 
used with either the working trial balance or the working bal- 
ance sheet. In either case the papers must be carefully cross- 
indexed so that all the operating figures tie in with the figures 
shown on the summary papers from which the final financial 
statements and operating schedules are to be prepared. 

The cash papers have been devised in such a manner that 
they may be used in the audit of an organization of any size, 
large or small. The illustration of the bank reconciliation is 
such that the reconciliation of several bank accounts can be 
made on one working sheet. This reconciliation sheet is sup- 
ported by subsidiary schedules which are cross-indexed to the 
reconciliation sheet. 

The reconciliation sheet is in turn indexed to the leading 
cash schedule and the total amount of cash in banks transferred 
to the top schedule. 

The working papers on securities are more complete than 
wodd be necessary if the audit were limited to a balance sheet 
audit. Most audits will be broad enough to include a review 
of the purchases and sales of securities for the period under 



review as well as a certificate of the securities on hand at the 
end of the period. The working papers submitted reconcile the 
balance on hand at the beginning of the period with the sales 
and purchases, in order to verify the book figure as to the end 
of the period. Columns are also provided for the computation of 
accrued interest and for remarks as to the physical inspection 
of the securities. 

The procedure for auditing accounts receivable is shown as 
that which is applied to the regular audit. The procedure for 
direct confirmation of the accounts receivable balances has not 
been included in these papers, as this phase of the audit is no 
longer the general procedure in balance sheet audits; further- 
more, the subject is fully covered in the text. In other respects 
the audit of the accounts receivable has been clearly illustrated. 

The working papers for the audit of the inventories include 
papers showing procedure to be applied in the event of a de- 
cline in the market price to a point below the cost of the inven- 
tories on hand. Knowledge of such working procedure is an 
essential element of the equipment of the trained auditor. 

The audit of the property accounts is shown as the verifica- 
tion would be made for a repeat audit. In the event of a first 
audit, the procedure would be the same with the exception that 
the entire book value of the properties would be verified. 

Illustrations are given of the procedure by which intangibles 
and deferred charges are audited and of the customary adjust- 
ments which must be made to those accounts. 

The^ verification of liabilities, both current and fixed, and 
the audit of the net worth accounts and of the changes of net 
worth during the period, have been clearly illustrated. The 
verification of the net worth accounts as shown on these papers 
apply to the^ verification of the net worth of a corporation. 
However, a similar procedure in working papers would be used 
in the audit of the net worth accounts of either a single pro- 
prietor or a partnership business. • 

The papers have been devised for the purpose of giving the 
student a working knowledge of practical procedures as well 
as to lUustrate the auditing theory and practice covered in 
the text. 
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